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Austerity—and the War 


A message from Mr. T. F. Brennan, ¥.1.c.a., Australian President 
of the Commonwealth Institute of Accountants 


The Prime Minister of Australia has called upon the nation to undergo 
a period of austerity in connection with the prosecution of the war, and 
to make a supreme all-out effort in that direction. Recognition of the 
fact that such an effort is necessary has come slowly and even yet it has, 
apparently, not reached the inner consciousness of too many of our 
people. In a recent broadcast-to the people of Britain our Prime 
Minister said: “We represent you here. With the aid of the United 
Nations we shall not fail.” The call to the United Nations for aid 
requires that we ourselves shall do our utmost to help ourselves,—our 
utmost in fighting, our utmost in working to help our fighting men and 
our utmost in denying ourselves anything and everything that may 
impede the war effort. 

It is asked, “What are we fighting for?” The answer is that we are 
fighting for our freedom and our liberty to live decently, fighting for 
that which alone makes life worth having. Those who have knowledge 
of Japan through direct contact tell us that it would be worse than 
slavery for Australians to be subject to Japan. We can escape that con- 
dition only by putting our whole strength, our whole energy, into the 
struggle and we must do that. President Roosevelt has said that “The 
price for civilisation must be paid in hard work and sorrow and blood. 
The price is not too high. If you doubt it, ask those millions who live 
to-day under Hitlerism.” To live under the brutal tyranny of Japan 
would be even worse than living under the tyranny of Hitlerism. 

Accountants can do much to further the war effort. Many of them 
are in the fighting services and some have given their lives. Those who 
cannot join those services can assist in the workshop, in the factory, in 
the warehouse—wherever duty may take them—to bring prominently 
to the notice of the people in those places the definite need for giving 
all possible assistance to the war effort. To this end any help that they 
can give towards making a success of the war loan will be constructive 
and of immense value. 
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Income Tax Postulates 
By A. Ciuntes Ross, B.ECON., F.I.C.A. 


The Income Tax Assessment Act is one of the most human pieces 
of legislation passed by parliament ; it directly affects the great majority 
of the citizens of the country. Yet, considered as literature, it is a dry 
document—nearly as dry as its companion—the Income Tax Act, with 
its seemingly complex set of schedules of rates. Each act is a reflection 
of ideas in the minds of legislators who are responsible for making it 
into law and it is not without interest to try to look behind the wording 
to discover those ideas. The recent amendments to assessment rules 
and the new rate-schedules provide material for such speculation. 

These new laws were in the main formulated by a committee com- 
posed of two of the more expert members assisted by a professor of 
economics ; they were no doubt told to base their work on certain ideas 
founded on political or economic considerations. Some of the ideas 
were so fundamental as to be worthy of the name of axioms (which, as 
you know, are “self-evident truths”) ; others were either more directly 
matters of policy or were inspired by immediate circumstances—let us 
call them postulates. 

As a first axiom, we may take the condition that the total tax was 
to approximate to the total previously collected by Commonwealth and 
State Departments. Owing to the varying ideas of State legislatures, 
the practical application of this axiom must have been very difficult. It 
is indeed somewhat astonishing that the same few ideas that lie behind 
all such acts should have led to such different results. 

The second axiom was, no doubt, that the tax was to be progressive— 
that is, the higher the income, the greater the fraction of it that was 
to be taken in tax. Application of this axiom requires decisions as to 
how the fraction is to increase and there are more than one way in 
which the fact of increase in the fraction may be stated. Assume as 
sub-axioms that an increase of even one pound is to be accompanied by 
an increase in the fraction and that the increase is to follow some con- 
sistent rule. Shall the rate of increase be stated as an increase in the 
average rate of tax (that is, amount of tax divided by total income)— 
or as a larger fraction of each extra pound of income? To illustrate: 
comparing tax on £501 with that on £500, is it to be that the average 
rate on 501 pounds is (say) a hundredth of a penny greater than the 
average rate on, 500 pounds—or that the amount taken from the 50lst 
pound is (say) a twentieth of a penny greater that what is taken from 
the 500th? Having decided this point, another turns up: is the rate 
of increase to be continuously steady from the smallest taxable income 
to the largest or are there to be points of change? If the latter, where 
are the points to be fixed? The answers adopted are: steadiness is in 
the amounts taken from successive pounds (though the Schedules do 
not look like it) ; and there are a number of points of change. 

The third axiom is the old rule whereby property or investment in- 
comes pay a higher tax than equal personal exertion or effort incomes. 
This rule is certainly deemed to be self-evident, but yet we may look 
for a reason. It cannot be said that a man who gets his income by 
sharing in other people’s production has any greater capacity to pay 
than the one who gets it by the direct use of his own mental or physical 
effort. Is it that the former depends more on the protection of the 
government behind which any income is obtained than the latter? Is it 
that the man with an investment income is held to perform less service 




















leces 
rity 


with 
tion 
ig it 
ling 
ules 


om- 
- of 
leas 
leas 
, as 
tly 

us 
vas 
ind 


es, 


nd 











———e ae SS elUlreelCUmre 








THE AUSTRALIAN ACCOUNTANT 459 





1942 


to the community by providing capital than the one who serves more 
directly? Whatever the reason, the axiom necessitates a decision as to 
what the margin between the taxes on equal incomes of the two classes 
is to be. The recent Acts say that, for small and medium incomes, it is 
25% of the rate for effort incomes. If you ask why 25 and not 20 or 
50, you will not get much of an answer. 

To pass on to the kind of basic condition which I have called a pos- 
tulate, we may put first a statement that the estimated total national 
income of Australians for the twelve months ending June 30, 1943, is 
something over £1,000,000,000, and that out of that income about 
£125,000,000 is to be obtained by income taxation. This last figure is 
presumably someone’s guess at the maximum amount people may be 
expected to pay by way of tax—leaving the balance of the amount re- 
quired for government purposes to be found by loans or by direct 
inflationary action. 

Second in order would probably be the minimum income from which 
any tax is to be taken. Once it was £250; later on, £200; now it is £156. 
No doubt any such amount is intended to represent the cost of living 
and the principle is that, if the government protection does not lead to 
the citizen’s earning more than that cost, no tax should be allowed to 
reduce his earnings. Someone evidently decided that not more than 
a bare subsistence income should be exempted in war time. Up to 
the 1942 amendments, it was considered that a logical accompaniment 
of the “statutory exemption” was a “statutory deduction” from higher 
incomes. In the early days of income taxation in Australia, it was a 
flat deduction, however large the income. Then a clever (?) man 
thought it should fade away as income increased and pursuaded legis- 
latures to make more arbitrary decisions by fixing rates at which the 
exemption should fade. The idea never had much logical foundation: 
either the amount should have remained flat or have been abolished. If 
any fading deduction is allowed, the declared rates do not in fact mean 
what they purport to mean. Thus, assuming simple figures for illus- 
tration, if the schedule to the Rates Act indicates that the average rate of 
tax is 10% on an income of £500, that is not the rate paid by the earner 
of £500. He can deduct £50 (say) and pay 9% on £450; that is 
£40/10/-, which is just over 8% on £500. It is certainly simpler to 
forget about a vanishing exemption and make whatever variations in 
tax that may be considered wise by varying the rates of progression. 

What was the next postulate? Was it the fixing of the least amount 
of tax per pound of income—the base, as it were, of all the other rates— 
or was it the maximum amount—the ceiling? Probably it was the 
ceiling which, if it is fixed anywhere near 100%, must be the same for 
both effort and investment incomes. If it is fixed too high, the goose 
that lays the golden eggs (to mix our metaphors) may expire from 
starvation. Again the figure was arbitrarily fixed—at 90%. Someone 
decided that, if even the wealthiest of men was left with 10% of his 
income, he might be willing to seek the extra amounts which would in 
turn produce extra tax. Of course the next question demanding an 
answer was: what amount of income will be taxed up to 90%? The 
reply is that no income, however great, is to pay 90% of it as tax, but 
that, out of every pound received over a certain level, 90% is to be paid. 
Go back another stage; what was the “certain level?’ The answer 
involved another element of discrimination between effort and invest- 
ment incomes—£4,000 for the one, £2,100 for the other. The £4,000 is 
a nice round sum but that extra £100 over half is a delicate touch for 
which I should very much like to find an explanation. Once the height 
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of the ceiling is decided upon, either the height of the floor or the slope of 
the stair leading from one to the other has to be fixed. We may assume 
that the base rate of 8d. (or 34%—+o use a notation which is at least as 
easy to use as pence per pound) was found to be a base which, when 
combined with reasonable slope or slopes of increase of average rate, 
would produce something like the desired amount. We shall consider 
the slope again because, if it was different from what it is, the 34% 
would be another figure, perhaps 2% or 5%. 

You will note that the fixing of a ceiling and the principle of progres- 
sion are to some extent incompatible. The experts did their best but had 
to accept the postulates given them; we may suspect that they would 
have liked the opportunity of suggesting others. Possibly they were 
given as a hint of the stage at which the ceiling should make its appear- 
ance that no one, unless he had an exceptionally large income, was to be 
allowed to retain much more than £2,000. If this was so, they succeeded 
quite well: the recipient of £10,000 is left with £2,126 or £1,798 accord- 
ing to source; of £15,000, with £2,626 or £2,298. 

Arising out of the abolition of the vanishing exemption and the fixing 
of a minimum rate, another difficulty became apparent. If £156 paid no 
tax and £157 paid 34 % on the whole amount, the earning of an extra 
£1 would mean a reduction of the taxpayer’s income below £156. Hence 
we find the special rules governing tax payable on incomes up to £200. 

Let us turn to another postulate, namely that taxpayers with family 
responsibilities were to be relieved of some tax. This was no new idea: 
for quite a long time relief has been given; it is, from the government 
point of view, a recognition that a service is rendered to the community 
by maintaining a household and bringing up children. That, or some- 
thing like it, must have been the reason—because the amount did not 
fade away with increased income as it would have if it had been solely 
an allowance to low-income earners. The amendments retained the 
old principle but changed the method of calculating the amount of the 
relief : the “expense” figure attaching to the maintenance of a spouse is 
no longer deducted from the otherwise net income to arrive at a figure 
to which the rules of the schedules are applied; the “expense” is mul- 
tiplied by the effort rate for the whole taxable income and the product 
deducted as a rebate from the gross tax. The change simplifies calcula- 
tions and obviates the necessity for making an arbitrary rule about the 
class of income from which the “expense” had to be deducted. There 
does not appear to be any stronger reason for it. 

To indicate’the kind of effect produced by the change, assume the 
simple figures already used, and put the expense of a spouse at £50, the 
old figure. Under the old scheme, £500 pays tax at 9% of £450— 
£40/10/-. Under the new, gross tax is 10% of £500 or £50; rebate is 
10% of £50; tax is £45. Actually the expense of a spouse is now fixed 
at £100; this looks like generosity but remember that, at the same time, 
rates were increased greatly. We may speculate on how the expense 
figure was arrived at: Has either the £50 or the £100 any relation to the 
actual cost of maintaining a spouse? No doubt such cost grows as in- 
come grows but we should scarcely expect legislators to recognise the 
fact in an act. Can we say that either figure is an approximation to the 
amount earned by the spouse by her (it should be “her or his” but there 
are not many wife taxpayers who claim an allowance for a husband) 
services? If so, she would be exempt from tax on the amount and, con- 
sidering the two together, he should not have to pay tax either. This 
is not quite the explanation of the present rules because, for incomes 
between £200 and £300, the “expense” is more than £100. To £250, it 
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is half the income; from £250 to £300, it is £100 plus half the excess of 
£300 over the income. The actual saving at £240 (e.g.) is 7% of £120 
or £8/16/-; at £280, it is 9°5% of £110 or £10/9/-; at £300, it is 
£10/10/-. 

Above £300 the saving increases at the same rate as the taxable income 
—up to a maximum. The spouse can never be “worth” more than 
£45-£100 multiplied by the rate for an effort income of about £2,500. 
Wives of taxpayers with incomes over that sum are worth no more than 
cheaper ones and no wife can eat more than one meal at a time—even 
if cake replaces bread and jam. 

It might be quite a good idea to provide every spouse with a “notional” 
income of (say) £100 and tax her on an income including this amount 
whenever her separate receipts amounted to more than the minimum. 
The other taxpayer of the pair could then be allowed the £100 as an 
expense whatever the family circumstances.. 

Children are, of course, the other main family “expense.” How much 
is to 'e allowed for them?—and for how long? Answers: Three- 
quarters of a spouse until the child is sixteen years of age. That is the 
expense for the first or only child; others are worth only £30—but then 
child endowment has to be remembered (though it does not amount to 
£45 a year). Once more the actual saving of tax is allowed to grow 
with increase of income until income reaches about £3,750—from which 
point the spouse and the child are worth the same amount—£45. Cor- 
responding to the £30, we find a maximum of £5—reached when the 
income reaches about £500. These various figures seem to be in the 
main inserted as recognitions of the basic principle of letting the tax- 
payer off, either because he has less to spend on his own pleasures when 
he maintains a child or because the State should reward him for his 
services in that connection. It would, however, be interesting to know 
whether the parliamentarians had any particular parent or an average 
parent in mind when they reduced the principle to figures. 

A further postulate was that certain forms of generosity were to be 
encouraged by taxation allowances. Again no new idea but a change in 
method of application, of the same form as the change in application of 
the spouse and child allowances. It has always been rather strange to 
find such an allowance amid the austere surroundings of a taxation act. 
Men give to hospitals, to research into disease, or to war funds for a 
great variety of reasons starting with pure unselfishness and passing 
down to a form of advertisement. None (or very few) would, at the 
time of deciding to make a donation, have the idea of getting part of it 
back in the form of reduced taxation—unless it had been suggested in 
the Act itself. Then, too, the distinction between public and private 
charities is clearly arbitrary. This particular allowance must introduce 
an extra element of inaccuracy into the estimates of the proceeds of any 
agreed rates of tax. As things are, there is certainly a temptation 
to a man with a high income to be generous at a low price. Con- 
sider one with £10,000 a year on which the average rate is nearly 79%. 
If he gives £1,000 to a public hospital, his tax drops from £7,874 to £7,087 
and he is in fact only £213 out of pocket while the satisfaction of helping 
the hospital to the extent of £1,000 is probably worth that amount. 

The retention of the allowance of calls paid to certain companies is 
somewhat unexpected—not that it is likely to lead to much loss of tax 
in these days, more especially as the rebate is now based on one-third of 
the rate corresponding to a personal exertion income. The opportunity 
was not taken of correcting that strange ruling that “calls” is to be 
strictly interpreted so as to exclude from the rebateable amount applica- 
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tion and allotment moneys: if the reason for allowing it at all was to 
encourage investment in the companies, the whole of the capital sub- 
scribed should surely have been included. 

A new curiosity of taxation law has been introduced in amalgamating 
for one purpose two unrelated types of expenditure—gifts and calls. 
In the rare event of their total exceeding the taxable income, the amount 
actually paid as calls is to be reduced for rebate calculation by the 
amount of the excess. This is the rule under the second amending act 
of 1942; when first the possibility of an excess was considered, the rule 
that was evolved could have had the effect of actually penalising a, tax- 
payer for paying calls—somebody had slipped. 

A final postulate no doubt was that the total of all rebates was not 
to exceed total income—as was obviously quite possible. It would seem 
to be fair and reasonable that, even if the excess was not actually 
payable to the taxpayer, it should be allowed as a deduction from next 
year’s tax. It would be as well, if your rebates approach your income, 
to postpone a payment (e.g.) to the doctor till after June 30. 

Consider now the actual rates of tax as set out in the Schedules to 
the Rates Act. The Act that has been superseded had schedules that 
were just about as simple as such things can be: not only was the word- 
ing short but the figures were straight-forward. For personal exertion 
incomes, there was a flat 8d. up to £400, then a simple increase in average 
rate right through to £1,500 where it reached 60d.—tax £375. From 
that point, every tax was £375 plus half the excess of the income over 
£1,500. Property rates were similarly simple: to £1,200, 25% above 
effort rates; then, £300 plus half the excess over £1,200. Unfortunately, 
it was found to be impossible to retain the simplicity in the new Act; we 
can only guess the reason; to cover the varieties of the different States 
as nearly as possible, variations had to be made. The result is that 
the personal exertion schedule includes six paragraphs each indicating 
a method of calculating tax within a range of income; the first runs to 
£200; the next four, from one point of change to another; the sixth, 
from the last point to the limit—whatever that is. 

At first sight each paragraph, with rates stated to four decimals of a 
penny, appears to be unconnected with the preceding one. Things are 
not quite as bad as this; examine the following table: 


INCOMES, TAXES, AND Rates oF Tax—IJncome Tax Act, 1942 
Personal Exertion Incomes—Taxpayer Without Dependants 
































D Increasing Rates Tax on Maximum 

Constant Income in Range 
Range — Base _ Max. Total A 7 

Rate Saeeee: Rate ota verage Rate 

£ fT ft d. t T da 

(a) 0 to 200 5-0 8 | -12 14 7-9 9-5 

(b) 201 ,, 250 7-9 50 | -08 54 19-2 18-4 
(c) 251 , 600 19-2 58 | -02 65 114-0 45-5833 
(d) 601 ,, 2500 114-0 72 | -033 | 135 1180-0 113-312 
(e) 2501 ,, 4000 1180-0 198 | -006 | 207 2474-0 148-445 
(f) 4000 ,, max. 2474-0 216 | Nil | 216 (7874-0 189-0) * 





+ Nearest tenth of £1. t Nearest penny. * On £10,000. 


You see that the maximum tax in one range is the constant base amount 
in the next and that the rates stated as accurately as one ten-thousandth 
of a penny are merely this maximum divided by the income to which 
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they relate. Note, too, that, though there is a steady increase in the 
rate of tax on the extra pounds within each range, the average rate does 
not increase according to any simple formula. 

For those who like a little mathematics, we may reduce the rules of 
the first five ranges to symbols. Let £¢ be the tax on an income of £7; 
£x be the minimum income in the range; a pence per £ be the base rate 
and r pence per £ the rate of increase in the range. Then we have: 

=c+ (i—-s) (a+ri — «)/240. 

Average rate is ¢/i and the difference between this rate for 7 and 
(i + 1) isa complicated expression. You can, however, use the formula 
to show that the amount taken out of each pound is greater than the 
amount taken out of the preceding pound by 2r. Thus, the 611th pound 
“pays” a sixth of a penny per pound more than the 610th and so does 
the 1252nd more than the 1251st—both being within range (d). 

Incidentally, a mathematically minded friend of mine has discovered 
that the following formula gives a close approximation to the tax on 
personal exertion incomes from £200 to £5,000; over that figure, its 
results are far from the truth. 

t= Vi — 180 X 1/100 K -94 * 
I think we may assume that neither the legislators nor the experts had 
any idea of consistency throughout so wide a range. 

Looking at the summary of the schedule, we notice a sudden jump 
from the maximum rate in range (a) to the base rate in range (b). 
This presumably follows the abolition of the statutory exemption which 
had reduced the effective rate on low incomes. There is another sub- 
stantial jump between range (d) and range (e), intended possibly to 
mark the beginning of what are regarded as really large incomes. The 
mystery remains as to how the limits of the ranges were arrived at: 
why £250, £600, £2,500, and £4,000? Even more mysterious are the 
variations shown in the “Rate of Increase” column. We could anticipate 
that, seeing that the rate is to be nil after some income limit, the largest 
rate, -12 pence per pound, would fall from one range to another as it 
does to range (c). Before going down to :006, however, it rises. There 
must be some good reason for this; otherwise it would not have become 
part of our law. Possibly it is too small a point to be worth stressing, 
but it is unfortunate that anything should be done to increase the air 
of secrecy and complexity that tends to enshroud the subject. 

It may be worth while to examine for a moment the results that 
would follow the adoption of a simple schedule similar to that which 
was superseded. Suppose the base rate was 20d. at £200 and it increased 
continuously by a twentieth of a penny. At £250, it would be 22-5d.; 
at £600, 40d.; at £2,500, 135d.; and at £4,000, 210d. This would be 
harder on both low and high incomes than the existing average rates. 
If the increase were a twenty-fifth of a penny, the corresponding rates 
would be 22d., 36d., 112d., and 172d. It becomes clear that, if the 
postulates as regards tax to be taken from incomes of different grades 
are that they shall approximate to the amounts shown in the table, 
no very simple formula is possible. But, that, if some margin of differ- 
ence is permissible, something much simpler than the present scheme 
could be invented. Trying out various schemes is quite interesting to 
the arithmetician; it acquires a personal interest when we remember 
that a change of a decimal of a penny may decide whether we keep 
an extra £10 or not. Let us hope that our legislators recognise the 
practical effect of their decisions on the individual taxpayer and do not 
dismiss all attempt at full comprehension of the problems as being 
beyond their capacities. 
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Taxation Section 
Edited by J. A. L. Gunn, F.1.c.a. 


SALE OF PROFESSIONAL PRACTICE 

F. agreed to buy from the widow of E. the practice of her deceased 
husband, a solicitor, who had been the sole owner of the practice which 
had been carried on by E. under the firm name of “D. and E”; with 
the right to use that firm name for ten years from the date of completion 
of the agreement. The consideration for the purchase was a covenant 
by F. to pay Mrs. E. a share of the net profits of the practice for ten 
years. The covenant was subject to two provisoes: (a) Mrs. E’s right 
to a share in the profits ceased if and when her son were taken into 
practice; and (b) if F. died before the sum of £1,000 was paid to 
Mrs. E. the sum necessary to make up that amount would be paid to 
her out of the proceeds of a policy on the life of F. The specified shares 
of profits were paid by F. to Mrs. E. during each of four years. The 
New Zealand Commissioner refused F. a deduction of the sums so paid 
to Mrs. E. from his assessable income derived from the practice, on 
the ground that none of the payments was an expenditure exclusively 
incurred in the production of assessable income. 


Held (C. of T. (N.Z.) v. F.; E. v. C. of T. (N.Z.), [1942] 
N.Z.L.R. 115): 


(i) That the agreement was a sale by E., as vendor, by- virtue of 
her title as executrix, of a portion of the testator’s assets— 
viz., the goodwill of the testator’s practice carrying with it the 
right to the firm name, and the tangible assets and book debts 
connected therewith; 

(ii) That F., as purchaser, agreed to buy a capital asset upon 
terms which protected him if he did not do well, but which, 
if he did do well, enabled him to take part of the profits which 
he had made and use them in payment of the purchase price; 

(iii) That the profits of the solicitor’s business were those of F.; 
but he had to use some of them, when made to pay for the 
practice he had acquired; 

(iv) That the amounts paid to Mrs. E. were properly assessable 
as part of the income of F., and that the payments which she 
received as vendor and executrix were, in her hands, capital. 


TAXATION DECISIONS OF THE BOARD OF REVIEW 


The following is a summary of decisions recently given by the Board 
of Review in matters of general interest. The Sections referred to are 
those of the Commonwealth Income Tax Assessment Act, except where 
there is an indication to the contrary :— 

Wheat Futures. Contracts for the purchase of wheat futures arising 
out of an offer by a resident of Australia and a cabled acceptance from 
a member of the Liverpool Corn Trade Association (England) are 
contracts made in England. It is immaterial whether the offer was 
made and the acceptance received by an Australian broker acting as 
agent for the “resident.” Any profits made on such transactions are 
not exempt from English income tax and for that reason are exempt 
from Commonwealth income tax—Section 14 (1) (q) (now s. 23 (q)). 
For the same reason any losses thereby incurred by the “resident” are 
not allowable deductions. 


Redemption of Debentures. During a period when the Australian 
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pound was equivalent to the English pound, an Australian company 
borrowed large sums on long-term debentures. These moneys—portion 
of which was used to meet current or “revenue” commitments—were 
repayable in sterling, and were repaid at a time when the English pound 
was worth approximately 25 per cent. more than the Australian. 

Held, on the principle followed in Case 28 of Volume 8 of the 
Board’s decisions, that the difference between the number of Australian 
pounds received by the company under the debentures and the number 
required for the purpose of repayment was an outgoing of capital and 
not allowable as a deduction. 

Deferred Revenue Expenditure. A company carrying on business 
as a manufacturer of hardware entered into a contract to supply the 
Defence authorities with certain articles entirely different from those 
usually manufactured. New and specialised sections were added to 
the staff, but the work was carried out mainly by the use or adaption 
of existing plant. The company was engaged on this contract for two 
or three months prior to June 30, 1939, and during that period was 
involved in considerable expenditure. As no revenue was derived 
under the contracts—production not having commenced—in the account- 
ing period which ended on that date, this expenditure was brought 
forward and appeared as a debit in the accounts for the year ended 
June 30, 1940, and was claimed as a deduction from the assessable 
income of that year. As the expenditure was “incurred” in the year 
ended June 30, 1939, the claim was rejected, it being held that under 
Section 51 (1)—the governing enactment—expenditure is not allow- 
able unless incurred in the year of income which is the subject of 
assessment. 

{ Note.—The Commissioner intimated that, if the claim were rejected, 
the assessment for the earlier year would be amended for the purpose 
of allowing the deduction. | 

Alienation of Trust Income—‘“Presently Entitled.” Under the will 
of their mother, eight children, including taxpayer, each became entitled 
to a one-eighth share in the income of a certain property. Although 
the interests of the beneficiaries in the property were absolute, the trust 
has not been determined. Three of the beneficiaries died and left their 
shares to the taxpayer, who thereby obtained a one-half share. During 
the year of income, taxpayer, by deed of gift, irrevocably assigned to 
the four other surviving beneficiaries (as tenants in common in equal 
shares), for a period of several years, a part of her one-half share of 
the income. The assignment was duly notified in writing to the 
trustees. 

Held that the taxpayer’s assignment of the income was a binding 
assignment of part of her equitable interest in the trust estate, and 
that accordingly she was not assessable under Section 97 (1), as a 
beneficiary “presently entitled” thereto. 

Dissolution of Partnership. A partnership (A. and B.), which had 
for several years been carrying on a pastoral business, was dissolved and 
subsequently (as at June 30, 1938) A. acquired the partnership assets. 
He claimed that under the relevant agreement he paid a certain sum 
to B. based on higher values for the live stock than had been included 
in assessments of the net income of the partnership. In the final 
partnership return (for the year ended June 30, 1938) the values of 
the live stock were treated as being on the same basis as in previous 
years, A., however, in his own return for the following year brought 
in the “opening value” (as at July 1, 1938) at the higher values which 
he claimed to be based on the settlement of accounts with B. 
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The Commissioner took the view that the case was governed by 
Section 29, but the Board, although it decided that A. had not proved 
the higher values claimed, held that there had been a disposal of the 
assets of a business and that A. must be deemed to have purchased the 
assets at the amount of their value—Section 36. That amount would, 
of course, be the proper “closing value” to be included in the final 
partnership assessment. 

Commission. An association informed its members by circular letter 
that a certain insurance company was prepared to give them substantial 
discounts on insurances against fire, etc. This was done in accordance 
with an arrangement under which the manager of the insurance company 
promised (inter alia) to allow what was termed an over-riding commis- 
sion to the association. There was no signed contract between the 
association and the company, and apart from the original circular letter 
the association rendered no active services to the company. From time 
to time the association received cheques from the insurance company, 
but without any details as to how the amounts were arrived at. Receipts 
acknowledging that the payments were in respect of “commission” 
were given by the association. The amounts were recorded in the 
insurance company’s books as “commission.” 

Held that the payments in question were payments of “commission,” 
and therefore were assessable income—see definition of “Income from 
personal exertion” (Section 6). 


Pay-ROLL Tax 

“Wages.” Where the total amount payable at the piece-work rates 
fixed in a mining contract is subject to a deduction of the cost of 
explosives supplied by the mine-owner to the piece-workers the amount 
so deducted does not represent an allowance, and only the net sum 
payable to the piece-workers is “wages” for the purpose of assessing 
the mine-owner to pay-roll tax. (The Commissioner is appealing 
against this decision.) 


War-TIME (Company) Tax 


Accumulated Profits—Averaging of. The amount standing to the 
credit of a company’s Profit and Loss Account at the commencement 
of the accounting period is required to be included in the accumulated 
profits to be averaged over the period under Section 24 (1) (b) and is 
not incapable of being so averaged merely because it is a fixed amount 
“at a stated date.” 

Accumulated Profits—Unpaid Dividend. Where a dividend is de- 
clared during’the accounting period out of the amount standing to the 
credit of a company’s Profit and Loss Account at the commencement 
of the period, but is not paid during the period, the amount of the 
dividend is a debt to the shareholders and is not, after the declaration, 
in the hands of the company as profits. Hence, in averaging the 
accumulated profits over the accounting period (Section 24 (1) (b)), 
there should be deducted from the amount of that credit such part of 
the dividend as is proportionate to the part of the accounting period 
remaining after the declaration. 

Accumulated Profits—Funds used to Pay Dividend. During the 
accounting period the taxpayer company paid a dividend which, accord- 
ing to the company’s declaration, was to be paid out of the preceding 
year’s profits. At the time of payment the company had funds (repre- 
senting profits made since the end of the preceding year) which 
exceeded the amount of the dividend. Further profits were derived 
during the remainder of the accounting period. 
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The company claimed that the profits of the accounting period pro- 
vided the funds out of which the dividend was paid, and that therefore 
the full amount at the credit of its Profit and Loss Account remained 
intact and, for the purposes of Section 24 (1) (b), was the average 
amount of the accumulated profits represented by that credit. 

Held (in rejecting the claim) that the dividend was paid as declared 
out of the profits of the preceding year, and that the accumulated profits 
must be averaged on that basis. 


COMPENSATION FOR CANCELLATION OF ConTRACT To Pay CoMMISSION 


The respondent company which carried on a steel-polishing business 
was able, by virtue of the association of its managing director with the 
R. company to obtain for the C. company certain remunerative business 
with the R. company. In return for this service the C. company agreed 
to pay to the respondent company a commission on business so obtained, 
and this commission was assessed to English income tax. Later, in 
view of altered circumstances, it was agreed between the parties to 
terminate the contract on payment to the respondent company of a lump 
sum of £1,500. The respondent company contended that the intro- 
duction of business on commission was outside the structure of its 
business and that the £1,500 was a capital receipt. Held that the £1,500 
was received in the ordinary course of the company’s business and was 
assessable (Shove v. Dura Manufacturing Co. Lid. (1941), 23 Tax 
Cas. 779). “In my opinion any intra vires contract which is of a 
revenue nature is in the ordinary course of business. I think the phrase 
‘in the ordinary course of’ a trader’s business, which has been used in 
some of the cases—e.g., in Short Bros. Ltd. v. I.R. Comrs. (1927), 
12 Tax Cas. at pp. 972 and 974—has been used to connote contracts 
of a trading nature, not contracts which form the bulk of its trade. 
If the proceeds of a contract are of a revenue nature, I cannot think 
that it makes any difference whether the contract is usual or not. Of 
course, some contracts themselves may be of a capital nature (cf. John 
Smith & Son v. Moore (1921), 12 Tax Cas. 266) ; or may involve the 
acquisition of capital assets, e.g., land or plant, and the realisation of 
such capital contracts, or such capital assets as land or plant, would 
produce capital receipts. But a contract does not in my view become a 
capital asset because it is a contract in a new or unusual line of business 
(cf. Bush, Beach & Gent Ltd. v. Road (1939), 22 Tax Cas. 519).” 


Costs INCURRED BY MONEY-LENDER IN SUCCESSFULLY DEFENDING 
ACTION FOR CONSPIRACY, ETC. 


The respondent’s father made a loan of 10 lakhs of rupees to a com- 
pany in which he was a shareholder, and recovered this loan in an 
action, the costs of which were allowed as an expense incurred in his 
money-lending business in his assessment of income tax. Certain 
shareholders in the company brought an action against the respondent's 
father and others for conspiracy, collusion, misrepresentation and breach 
of contract. The basis of this action was an alleged transaction, of 
which the above loan was part, whereby the respondent’s father agreed 
to finance and manage the company. The action was dismissed, the 
version of what took place relied upon by the plaintiffs being found to 
be completely false. The respondent’s father died before the conclusion 
of the suit, and the respondent, who continued his business, claimed 
to deduct the costs in arriving at the assessment of profits. The Com- 
missioner contended that there was no connection between the loan and 
the alleged transaction which was the basis of the action, and that the 
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action was of a personal character and unrelated to his 
business as a money-lender. Held (by the Privy Council) 
that the respondent was entitled to make the deduction claimed. 
The allegations against the respondent’s father were built up upon the 
transaction in which the loan was made, and the defence of the action 
was necessary for the protection of his rights as the creditor in the 
loan (J.T. Comr., Bihar and Orissa v. Maharajadiraj Sir Rameshwar 
Singh of Darbhanga, [1942] 1 All E.R. 362). “The allegations of 
fraud, conspiracy, etc., were merely the extravagant embroidery which 
is commonly found in such actions. They do not alter the main 
character of the action as being directed against the late Maharaja 
as the money-lender, and the latter’s defence to the action was just as 
essential for the full protection of his rights as the creditor in the loan 
of Rs. 10 lakhs as was his suit for the recovery of the loan. It has to 
be remembered that money is the stock-in-trade of a money-lender” 
(at p. 365). 


RE-INSURANCE WITH NoNn-RESIDENTS 


In 9 C.T.B.R. Cas. 9, the taxpayer company carried on in Australia 
the business of fire, etc., insurance. It followed the (apparently) 
general practice of treating 40 per cent. of the net premium income 
received in each accounting period as a reserve to meet claims arising 
in the following accounting period. Each amount so reserved was 
regarded by the company as income of the next succeeding year. The 
Department did not question the soundness of this practice. The 
company also followed the policy of re-insuring certain policy risks. 
In the present case the dispute related to an amended assessment for 
income year ended June 30, 1936, as a consequence of the amendment 
to s. 148. The contending claims are set out in the following Schedule :— 


Original Amended Taxpayer’s 
Year ended June 30, 1936 Assessment Assessment Claim 


£ £ £ 
Total premiums .. .. .. .. 60,879 60,879 60,879 
Re-insurance premiums to 
non-residents .. .. .. .. 6,297 — — 








54,582 60,879 60,879 
Less: 40 per cent Reserve 
carried forward to 1937-38 
assessment , is 21,833 24,352 24,352 


32,749 36,527 36,527 








Plus: Reserve brought for- 




















ward from previous year 20,471 22,875 20,471 
53,220 59,402 56,998 

Less: Losses and expenses .. 51,312 56,787 56,787 
1,908 2,615 211 

Assessing adjustments — add 225 225 225 
Taxable Income 2,133 2,840 436 








The difference between the amended assessment and the taxpayer’s 
claim, viz., £2,404, is the difference between the above amounts of 
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£22,875 and £20,471. The amended assessment is in accordance with 
the example quoted from Butterworth’s Taxation Service. 

Two members of the Board of Review held that the sum of £2,404 
could not be treated as income of the taxpayer company, but that the 
claim could not be upheld to a greater extent than would be involved 
in the reduction of the taxable income to the amount originally assessed, 
viz., £2,133. 

The other member of the Board came to the conclusion that the 
hearing of the case had proceeded upon certain erroneous assumptions 
of law which he thought were prejudicial to a proper review of the 
whole of the issues which were, or might be found to be, involved in 
the case. He accordingly took the attitude that the case should be set 
down for further hearing. At the same time he expressed the following 
opinions :— 

(a) New Section 148, if applicable, did not authorise the inclusion 
of the sum of £2,404 in the assessable income as the section 
did not apply to premiums paid or credited, or losses recovered, 
in respect of re-insurances effected prior to July 1, 1935. 

(b) If it was open to the Commissioner to amend the original 
assessment to give effect to the new section, the amendment 
should have been confined to an addition to the taxable income 
of the excess of the net treaty premiums over the treaty re- 
coveries paid and received, respectively, in the year ended 
June 30, 1936, in respect of re-insurances effected on and after 
July 1, 1935. 

(c) For the purposes of assessments under the Commonwealth 
Act, the deduction and carrying forward of “reserves for 
unexpired risks” is not authorised. 


SALE OF SHEEP IN WooL 
During year ended June 30, 1937, a partnership, which had carried 
on business as pastoralists, sold the whole of that business for the pur- 
pose of putting an end to the business. Among the assets sold were 
13,500 sheep, which included 4,078 breeding ewes covered by s. 36 (2). 
The agreement of sale provided, inter alia, as follows: 
“The said purchase money shall be apportioned as follows: 


13,500 sheep at 12/6... .. . .. «. £8,437 10 0 
Wool on — at date of delivery 7 wa per 
head) . i .. 5,062 10 0.” 


The Comsniecioner dleined that the sole price of the 4,078 ewes was 
12/6 per head ; the taxpayer claimed the value to be £1 per head. Held, 
the value was £1 per head; claim allowed (8 C.T.B.R. Cas. 16). 
“Webster v. D.F.C. of T. for W.A. ( (1926), 39 C.L.R. 130) was 
cited in support of his (the Commissioner’s) contention . . . In that 
case there was no agreed valuation, between vendor and purchaser, of 
the wool on the sheep as distinct from the value of the sheep as 
animals. The Board was asked to infer from certain remarks of 
Knox C.J. and Rich J. (at p. 134) that, if such a valuation had been 
made, the Court would have decided that there was a purchase of wool 
on the sheep, as distinct from the sheep, and that the valuation placed 
on the wool would have been allowed as a deduction. The Board did 
not think any such inference should be drawn. It was pointed out that 
wool on the sheep is sometimes sold without the property in the sheep 
passing to the purchaser of the wool. In other cases sheep are sold 
without the property in the wool on their backs passing to the purchaser” 
(at pp. 48-9). 
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TRADING StocK ACQUIRED By COMPANY PARTLY IN CONSIDERATION 
OF THE ISSUE OF FULLY-PAID SHARES. 


H.B. bought the assets of a company from the receiver 
for its debenture-holders. He later assigned to the ap- 
pellant company the benefit of his contract. The assets con- 
sisted of land, buildings, goodwill and stock. The consideration re- 
ceived by H.B. from the appellant company was £10,500 in cash and 
29,997 fully-paid £1 shares in the company. No part of the considera- 
tion was allocated to any asset. The Court found as a fact that H.B. 
entered into the agreement on his own behalf, and not, as alleged by the 
Crown, as a trustee for the appellant company. It was also contended 
by the Crown that the fully-paid shares cost the company nothing; that 
the only price paid for the assets was £10,500 cash, and that the opening 
figure for the value of the stock should be a proportionate part of 
£10,500. Held, by the English Court of Appeal, that in computing the 
price paid by the company for the assets, the shares must be taken at 
their par value, and, therefore, the proper opening figure for the stock 
was a proportionate part of £40,497 (£10,500 cash and £29,997 shares) 
(Osborne v. Steel Barrel Co. Ltd., [1942] 1 All E.R. 634). In deliver- 
ing the judgment of the Court, Lord Greene MR. said, at pp. 635-6: 
“It was strenuously argued on behalf of the Crown that, if a company 
acquires stock in consideration of the issue of fully-paid shares of 
the vendor, that stock must, for the purpose of ascertaining the com- 
pany’s profits, be treated as having been acquired for nothing, with the 
result that, when it comes to be sold, the Revenue is entitled to treat the 
whole of the purchase price obtained on the sale as a profit. This is a 
remarkable contention, and it would require conclusive authority before 
we could accept it. The argument really rests on a misconception as to 
what happens when a company issues shares credited as fully-paid for a 
consideration other than cash. The primary liability of an allottee of 
shares is to pay for them in cash; but, when shares are allotted credited 
as fully paid, this primary liability is satisfied by a consideration other 
than cash passing from the allottee. A company, therefore, when, in 
pursuance of such a transaction, it agrees to credit the shares as fully 
paid, is giving up what it would otherwise have had—namely, the right 
to call on the allottee for payment of the par value in cash. A company 
cannot issue £1,000 nominal worth of shares for stock of the market 
value of £500, since shares cannot be issued at a discount. Accordingly, 
when fully-paid shares are properly issued for a consideration other 
than cash, the consideration moving from the company must be at the 
least equal in value to the par value of the shares and must be based on 
an honest estimate by the directors of the value of the assets acquired.” 

Whilst the decision in the above case is of importance where stock or 
other assets are bought in the ordinary course of business, it should be 
observed that s. 36 provides that where, as in the above case, the assets 
of a business are disposed of, and the assets include trading stock, the 
market value of the stock on the day of the disposal must be included 
in the vendor’s assessable income, and the purchaser is deemed to have 
bought the stock for the amount of that value. 


Repairs TO House AcguireED UNDER WILL IN STATE OF DISREPAIR 
More than 20 years prior to the hearing, the taxpayer purchased a 
suburban house for his mother. She lived in it until her death in 1936 
when it passed to the taxpayer under her will. At that time the house 
had not been painted or repaired for many years. For two months 
afterwards local estate agents had been unable to let it. A medical 
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practitioner then offered to take the house on a three years’ lease if it 
were repaired and renovated so as to be suitable for use as a residence 
and surgery. Taxpayer thereupon incurred expenditure amounting to 
£282, of which £107 was claimed as a deduction for repairs. Held, claim 
disallowed (9 C.T.B.R. Cas. 52). “We have come to the conclusion that 
the Law Shipping case states or indicates a principle which applies in the 
determination of the nature of the expenditure here in question. We 
are unable to see how the Court in that case could have come to a 
different conclusion if the appellant concerned had acquired the ship by 
testamentary disposition, and had decided to use it for the purpose of 
earning profits. The repairs would have been just as necessary to enable 
the ship to retain her class, and the expenditure thereon would have 
resulted in just the same way in an addition to the capital value of the 
asset acquired. The character of the expenditure as an initial capital 
outlay would, in our opinion, have been in no way different. . . . It is 
true that when any capital asset is repaired, it becomes, at that point of 
time, a more valuable capital asset. This obviously does not establish 
that expenditure for the repair of a capital asset is always of a capital 
nature. Such expenditure is properly chargeable against revenue where 
it is made from time to time merely in order to maintain, as far as 
possible, what is, to the taxpayer concerned, the initial capital value of 
the relevant income-producing asset.” 


PREMIUMS FOR INSURANCE OF EMPLOYEE’S LIFE 


From its assessable income of year ended June 30, 1937, the taxpayer 
company claimed a deduction of £71/10/-, being the full amount of a 
premium paid for insurance on the life of P, its works manager. When 
assigning the policy to the company it was stipulated, inter alia, that in 
the event of P’s death while in the company’s employ, his legal repre- 
sentative was to receive £1,000 from the proceeds of the policy. The 
Commissioner allowed a deduction of £24, being that portion of the 
premium on the policy of £3,000 which was deemed to be applicable to 
the amount (£1,000) payable to P’s representative in the event of his 
death. The company claimed a deduction of the full amount of £71/10/-. 
Held, claim disallowed (9 C.T.B.R. Cas. 50). “In respect of that por- 
tion of the premiums which is in question, the company is in much the 
same position as it would have been if it had taken out a policy on P’s 
life with the object of obtaining benefits equivalent to those which it is 
entitled to under its agreement with him. Upon that premise, the only 
possible view is that the payment of the part of the premiums which is 
referable to the company’s interest in the policy is in the nature of an 
investment of moneys by the company in order to provide a fund for 
such purposes as its directors might have in mind. In that view the 
payment is of a capital nature, irrespective of the purposes of the 
company. We have therefore thought it irrelevant to deal with the 
evidence adduced for the purpose of proving that the policy was taken 
over by the company in order that the proceeds might be utilised as a 
set-off against expenditure (whether of capital or revenue) which the 
company might have to face in the event of the termination of P’s em- 
ployment by death or otherwise.” 

On the above view, it follows that any sum received by the employer 
under the insurance policy is not assessable income. 


PayMENT BY DIvoRcED FATHER TO FORMER WIFE FOR MAINTENANCE 
AND EDUCATION OF CHILDREN 


The respondent, who had been divorced from his wife, was required 
under a Court Order to pay to his former wife (who had custody of 
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the three children of the marriage) three separate sums of £90, £90 
and £70 per annum (less tax) for the maintenance and education of 
the three children during their infancy. The respondent was denied 
relief in respect of the children on the ground that each of the children 
was entitled in his or her own right to an income which under the 
English Act precluded the respondent from being entitled to any 
deduction in respect of the children. Held, that the payments under 
the Order for the maintenance and benefit of the children were income 
of the mother and not of the children. 

Under the relevant section of the English Act (s. 21 (1) of the 
Finance Act, 1920) a taxpayer “is ent:tled, if he proves that he has 
living at any time within the year of assessment any child who is under 
the age of 16 years, to have, in respect of any one such child, a deduc- 
tion of £50 and in respect of each subsequent child a deduction of £40, 
in calculating the amount of his taxable income. It will be observed 
that that section says nothing whatever as to whether the child is being 
maintained at the expense of the claimant for deduction. He has to 
prove, and he has to prove only, that the child or the children in respect 
of whom he makes the claim is or are living at the material period” (per 
Clauson L.J. at p. 328). On the contrary s. 160 (2) (b) of the 
Commonwealth Act provides for a full rebate in respect of children who 
are wholly maintained by the taxpayer during the year of income and 
for a partial rebate in respect of children who are partially maintained 
during the whole of the year of income, or who are wholly or partly 
maintained during part of the year of income. It is submitted that, in 
the circumstances of the above-mentioned case, the former wife would 
be entitled to the child rebate under the Commonwealth Act, provided 
that she could demonstrate that, in fact, she maintained the children 
wholly or partially during the whole or part of the year of income, and 
that this is so irrespective of the source or nature of her income and the 
object for which she derived it. 


DivipDENDs ACCRUED PrIoR TO DEATH AND SUBSEQUENTLY PAID TO 
TRUSTEES 

A testator died on November 9, 1935. Between that date and June 30, 
1936, the trustees of his estate received dividends of which portion 
(£16,270) had accrued to the date of his death. This portion was treated 
by the trustees as corpus but was assessed as taxable income of the estate 
for the period mentioned. The trustees objected on the ground that all 
income accruing to the date of testator’s death was derived prior to that 
date. Held, that the sum of £16,270 was income of the trustees for 
period ended June 30, 1936, and, being corpus, was income to which no 
beneficiary was presently entitled and was therefore assessable under s. 
99 (9 C.T.B.R. Cas. 16). 


Amounts RECEIVED UNDER Loss or Prorits’ INSURANCE PoLicy 

The appellant company was a maker of paper goods including paper 
novelties normally made for a seasonal Christmas trade. In 1936 large 
orders were expected for decorations for the coronation of King Edward 
VIII. In April, 1936, the managing director of the company (who 
held a controlling interest therein) took out an insurance policy to cover 
a total loss of £5,000 in the event of the coronation not taking place 
before December 31, 1937. This policy, which was one of a class known 
as P.P.1 policies, i.e., bearing an endorsement that the policy should be 
deemed sufficient proof of interest, was taken out in the name of the 
company and on its behalf. It was stated, however, that the managing 
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director had intended to take out the policy on his own behalf as a 
gamble and that he had not consulted the other director. The goods 
were not perishable; were suitable for use on other occasions and were 
in fact absorbed by the coronation of His present Majesty. In January, 
1937, the company received £5,000 under the policy less commission of 
£50. The Special Commissioners decided that the amount so received 
represented an assessable trading receipt. Held, that the Commissioners’ 
decision was on a question of fact and was well-founded (Mallandain 
Investments Ltd. v. Shadbolt (1940), 23 Tax Cas. 367). 


LossEs BY OVERSEAS MANUFACTURERS 


Section 38 provides, in effect, that the deemed Australian profit should 
be calculated by subtracting from 
(a) the sale price of the goods, 
(b) the wholesale price in the country of origin, and 
(c) the expenses of transport and sale. 


In 9 C.T.B.R. Cas. 8, (b) and (c) exceeded (a) and the taxpayer 
sought to deduct the notional loss from interest derived from sources in 
Australia. Held, claim disallowed, as the case was governed by Sub- 
division C and there was no provision in that Subdivision for the allow- 
ance of such losses. 


PROFIT ON PURCHASE AND SALE OF LAND 


The appellant was a speculative builder whose normal trading activi- 
ties included the buying and selling of land. It was stated that in 1935, 
being in ill health, he contemplated retiring and taking up poultry farm- 
ing as a hobby and for this purpose bought 224 acres of land. The 
appellant was not aware, at the time of the purchase, that the land had 
been scheduled as building land in 1933. Early in 1936, plans of a 
residential bungalow and poultry sheds were drawn up. In April, 
1936, the appellant’s health became worse and he decided to abandon 
his project of poultry keeping, and the land was resold at a profit in 
November, 1936. Subsequently, the appellant bought two further 
parcels of land in the neighbourhood, and it was admitted that any 
profit on the resale of these lands would be liable to income tax. The 
appellant contended that the acquisition and resale of the 224 acres 
was not part of his trade and that the surplus was a capital accretion. 
The General Commissioners decided that the surplus arose in the 
course of the appellant’s ordinary business as a speculative builder 
and was accessable to income tax accordingly. Held, that the question 
was one of fact and that there was evidence on which the Com- 
missioners could come to their conclusion (Sharpless v. Rees (1940), 
23 Tax Cas. 361). “That conclusion is not inconsistent with accepting 
the fact that the appellant’s health did become worse, and that he decided 
at that time, to carry out his dominant intention of selling the land” 
(per Lawrence J. at p. 366). 


RACING AND BETTING WINNINGS 
The taxpayer carried on business as a manufacturer and retailer of 
ladies’ frocks and similar lines, and during the relevant period the income 
from this source was the only income shown in his returns. He ob- 
jected to assessments for the undermentioned years on the ground that 
they included the following gains from betting transactions which he 
claimed were not assessable : 
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Year ending Winnings Losses Net Gain Net Loss 
June 30 £ £ £ £ 
| ae 314 44 270 -- 
«re 2,169 936 1,233 = 
! ae 1,658 832 826 _—— 
ee 2,830 760 2,070 a 
ae 3,795 4,329 aa 534 
1936 . 9,929 7,194 2,735 — 


According to taxpayer’s evidence, he had been attending race meet- 
ings for about twenty years. Originally he made cash bets, but during 
the periods under review he “bet on the nod.” The only records of his 
bets were made in race-books which he retained for the purpose of 
settling with the bookmakers. The taxpayer bet only when present at 
a race meeting. He spent no other time on racing, and had never seen 
a training gallop. He had never owned, trained, or leased a race- 
horse. He made no study of “form” except when attending meetings, 
nor did he pay for “tips.” He ascribed his success mainly to luck in 
selecting winners at long odds. He did not “hedge” or “lay off” any 
bets. Generally speaking, his gains from racing and other private re- 
ceipts were deposited in a partnership bank account in the name of him- 
self and his wife. He was a member of four racing clubs. Held, that 
the betting gains were not assessable income (9 C.T.B.R. Cas. 3). The 
Board stated that the evidence showed that the taxpayer was nothing 
more than a bettor. “In length of association with racing, in regularity 
and frequency of attendance at race meetings and in multiplicity of 
betting transactions, this case could not be differentiated from the case 
of the average race-goer. The latter, in his racing and betting activities, 
is certainly not engaged in a business or a profit-making undertaking or 
scheme.” The Board then said that, although the average race-goer 
does not bet in such a large way as the taxpayer did, it considered that a 
decision in any case of the kind should not be dependent upon the extent 
or degree of the betting transactions of the person concerned. Such a 
test would be very difficult to apply in practice and would give rise to 
much injustice. Moreover, the authorities appeared to be against it. 
Certainly no such test was applied in Jones v. C. of T. (1932), 2 A.T.D. 
16. In that case there were heavy losses; in this case there were large 
profits. 


National Security (Capital Issues) Regulations 

By regulation dated August 25, 1942, and published in the Common- 
wealth Gazette on that date, regulation 15 of the National Security 
(Capital Issues) Regulations was still further amended and now pro- 
vides that a person may, without the Treasurer’s prior consent, give a 
mortgage or charge, so that the total amount of mortgages and charges 
given (including the mortgage or charge then given) by that person 
during the preceding year does not exceed £500. The following table 
shows how the exempt limit of mortgages has been progressively 
reduced : 





Original limit £5,000 
On December 17, 1941, reduced to 2,500 
On January 28, 1942, reduced to 1,500 
On April 27, 1942, reduced to 1,000 
On August 25, 1942, reduced to 500 


New paragraph (aa) added to sub-reg. (2) of reg. 15 provides that 
for the purpose of calculating the amount of £500, account shall not be 
taken of any mortgage or charge given to a building society the amount 
of which does not exceed £1,000. 
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War-Time Responsibilities of Business Executives 


By C. L. S. Hewitt, B.cOM., A.I.C.A., A.C.A.A. 


National Security (Rationing) Regulations 

On August 29, 1942, the Minister for Trade and Customs declared 
all types of sugar for the purposes of the above Regulations. Follow- 
ing upon this action, the Director of Rationing issued an order prescrib- 
ing the manner in which sugar would be made available to consumers. 
Sugar is the second household commodity to be rationed and the 
administration differs from that of tea rationing in that coupons for 
sugar may be retained and used cumulatively for the purchase of bulk 
supplies. 


National Security (Potatoes) Regulations 

An Order dated August 20, 1942, prohibits the sale of potatoes by 
wholesale by any person who is not a registered wholesale potato 
merchant. The Order also prescribes that every registered merchant 
shall make in duplicate in relation to each sale a full record of the 
transaction and is required to show the name of the purchaser and the 
price and the quantity sold in addition to other specific details. It is 
also to be noted that the purchaser is required to endorse his signature 
upon the duplicate copy of the record, and these duplicates are to be 
kept by the selling merchant for a period of two years after the date 
of such sale. 


National Security (General) Regulations 


On August 21, 1942, the Minister for War Organisation of Industry 
issued an Order under these Regulations for the control of packages. 
This Order states that no person shall manufacture any primary package 
which has anything printed on it or any label affixed to it in more than 
two colours. A secondary or outer package, however, may not be 
printed in more than one colour or on more than two panels. A 
secondary package, which is more customarily known as an outer carton 
or container, must not have printed on it any statement in relation to 
the article except the name and address of the manufacturer or dis- 
tributor together with the trade name of the goods. The manufacture 
or distribution of dummy packages for the purposes of display or 
advertisement is now forbidden. 


National Security (General) Regulations 

Another Order, dated August 21, 1942, under these Regulations 
provides for the restriction of the sale of Cocoa Beans and provides 
that they may not be used or sold without the consent of the Minister 
for Trade and Customs. 


Western Australia Basic Wage Adjustment 


On August 7, 1942, in pursuance of the powers conferred upon him 
by Regulation 17 (a) of National Security (Economic Organisation) 
Regulations, the Premier of Western Australia took action to adjust 
the basic wage declaration made under the provisions of the Industrial 
Arbitration Act 1912-41 by the Court of Arbitration on June 11, 1942, 
by taking into account the variation in the cost of living since October 
1, 1941. 
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National Security (Capital Issues) Regulations 

An amendment to these Regulations reduces the amount of the mort- 
gage which any person may give without the consent of the Treasurer 
to £500. The previous limitation was to an amount of £1,000. 


National Security (Wages of Seamen Detained by the Enemy) 

Regulations 

These Regulations provide that where, by reason of his employment, 
any Australian mariner suffers or has since October 24, 1941, suffered’ 
detention, his wages shall continue in respect of the period of detention 
and for one month afterwards. In certain cases there is a responsi- 
bility placed upon shipowners to insure against the liabilities of these 
Regulations to pay wages, with the Commonwealth Marine War Risks 
Insurance Board or another approved underwriter. 


National Security (General) Regulations 


An Order made by the Minister for War Organisation of Industry 
under these Regulations provides that a person carrying on the business 
of selling any of the articles mentioned in the Order in South Australia 
shall not employ any person as an outdoor selling agent except under 
a permit granted by the Deputy Director-General of Manpower. In- 
cluded in the term “outdoor selling agent” are commercial travellers. 
The trades affected are listed at length in the Order. 





Life Assurance Policies and Bankruptcy 
By L. B. WriGHT, A.1.C.A, 


The principle of protecting the life assurance policies, on the life of 
a bankrupt person, from the claims of his creditors has been recognised 
for some time. In Australia, prior to the passing of the Federal 
Bankruptcy Act 1924-1928, the protection afforded was by virtue of 
various State enactments which provided a series of sliding scales based 
on the length of time the policy had been in force and its amount. The 
longer the term the greater the protection given. 

With the passing of the Federal Act the State acts were superseded 
and the whole position was made uniform throughout the Common- 
wealth. 

As regards life assurance policies the most important section of the 
Federal Act is $1(b) and an analysis of this section will reveal many 
important features. The section reads: 

“The property of the bankrupt divisible amongst his creditors 
and in this Act referred to as “The property of the bankkrupt’ shall 
not include 
(2) ————_ ? - 

(b) policies of life assurance or endowment in respect of his own 
life, except to the extent of a charge on the policies in respect 
of the amount of the premiums paid on the policies during the 
two years next preceding the date of the order of sequestration.” 

The first point to note is that policies of life assurance or endowment 
do not form part of the bankrupt’s property which is unrestrictedly 
divisible amongst his creditors. The words “life assurance or endow- 
ment” are capable of a wide application and would include almost all 
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classes of life policies issued. They do not include policies of annuities 
but a separate sub-paragraph in Sect. 91 relates to these; nor do they 
include policies providing benefits against accident and sickness as these 
are really contracts of indemnity and therefore do not come within the 
definition of life assurance. 

The next point is that the policy must be on the bankrupt’s own life. 
The effect of this provision is to preclude the possibility of the bankrupt 
purchasing or effecting a policy on the life of another person with the 
object of defrauding his creditors by bringing the policy under the pro- 
tection of the Act. If it were not for this provision the types of policies 
known as “Pure Endowment” and “Children’s Deferred Assurance” and 
policies on the life of his spouse would provide the bankrupt with a 
suitable opportunity to acquire a policy in which he is the owner but not 
the life assured. It seems likely, however, that if an outside party with 
an insurable interest in the bankrupt’s life, e.g., a mortgagee, had effected 
a policy on the bankrupt’s life then the latter could purchase the policy 
and bring it within the protection of the act provided the seller acted in 
good faith and was unaware of the bankruptcy. 

Sect. 91(b) next mentions the trustee’s claim on the policy. The 
nature of this claim is important. A charge is created and the Act does 
not incorporate the power of sale in the charge, and by excluding life 
policies from the bankrupt’s property that is divisible amongst his 
creditors the general powers contained in section 105 do not apply. The 
significance of this is that the contract between the bankrupt and the 
Assurance Co. cannot be determined by the trustee. This may mean 
that the trustee may be forced to wait a considerable time before his 
claim is satisfied or if the bankrupt decides not to pay future premiums 
on the policy it may lapse and the trustee’s claim would vanish. 

The amount of the charge on the policy is the sum paid in premiums 
during the two years immediately prior to the date of the Sequestration 
Order. The time is thus definitely fixed but the amount is not necessarily 
the amount of premiums falling due for payment within that time. If 
it happens that the Assurance Co. has received sums in excess of two 
years’ premiums or, as is more probable, it has received less than this 
amount then the total sum actually received during the prescribed period 
is the amount of the charge on the policy. It follows from this that it 
is unlikely to be of advantage to the estate to pay future premiums should 
the bankrupt not do so. The trustees charge ranks in priority to the 
bankrupt’s claim to the policy proceeds, but it would not supersede any 
rights thereto that the Assurance Co. may have. 

An interesting possibility is present with limited payment policies. 
Under this type of assurance the premium paying term is limited to a 
definite period which is of shorter duration than the expected term of 
the policy. So if the premium-paying term has elapsed, with all premiums 
paid, prior to the date of sequestration by more than two years the 
trustee will have no claim at all to any of the policy moneys. 

The Act uses the word “paid” in reference to the premiums received 
by the Assurance Co. during the two years preceding sequestration. 
If the premiums are paid without the Company granting any financial 
assistance the matter is straight forward and calls for no comment. In 
practice, however, it frequently happens that the Assurance Company 
gives some aid to the policyholder in meeting his premium commitments 
and then the manner in which it does so has a direct bearing on whether 
the premiums are to be regarded as “paid” or not “paid.” 

There are two ways which an Assurance Company usually adopts to 
assist a policyholder to pay his premiums: 
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(a) by means of an advance against the policy; 
(b) by permitting the utilisation of whole or part of the bonuses 
attaching to the policy. 


If the loan method is used then the fact that it is the Assurance 
Company that advances the money has no special significance—the 
matter is regarded just as if a third party made the loan and any 
premiums so paid within the two-year period would be included in the 
trustee’s claim. 

This method of advancing against the policy to pay premiums is quite 
distinct from an alternative practice adopted by most Assurance Com- 
panies of opening an account in the policyholder’s name and debiting 
unpaid premiums plus interest thereto, the total debt to be repaid by the 
policyholder or deducted from the policy proceeds at maturity. Under 
this method there is no written agreement between the Company and 
the policyholder apart from the powers relevent thereto contained in the 
Company’s Articles of Association and indeed the policyholder may be 
unaware that he has an overdue premium account, but under the former 
method a written memorandum is invariably executed by the policyholder 
and the policy is lodged with the Company. 

Actually the overdue premium system is in the nature of an advance 
to the policyholder, but for bankruptcy purposes it is not so regarded and 
the trustee cannot claim any premiums “paid” in this manner. 

If the bonuses are used to pay the premiums it has been held that this 
is not a payment of the premiums as covered by the Act. In the case of 
Lloyd v. Public Trustees (44 C.L.R. 312) the assured died insolvent. 
The estate was administered under Sect. 155(6) the Official Receiver 
acting on behalf of the creditors. The premiums on a policy on the life 
of the deceased had not been paid during the two years immediately 
preceding the date of Sequestration but had been deducted from the 
bonus additions to the policy. 

It was held upon the facts of the case that the deduction of premiums 
was not an advance for the purpose of their payment and consequently 
by virtue of Sects. 91(b) and 155(4), (5), the policy proceeds should 
be paid to the personal representatives of the deceased. 

It is difficult to see the reason for this judgment upon the facts 
reported. When bonuses attaching to a policy are used for the payment 
of premiums the bonuses are cashed, i.e., a discounted value is given. In 
accepting the discounted value the policyholder must give the Life 
Company a receipt for the amount of it. The premiums are then paid 
from the discounted value. In practice for convenience the Assurance 
Company deducts the amount of the premiums to be paid from the cash 
value of the bonus and the balance is paid to the policyholder, but he still 
gives a receipt for the full discounted value. There is thus very little 
distinction between payment of premiums by this method and payment 
by means of an advance against the policy as mentioned previously. 

Differences do exist inasmuch as a loan may be repaid, but bonuses 
that are cashed cannot. Also a reversionary bonus is regarded as an 
addition or adjustment to the sum assured in the policy, so any reduction 
of the bonuses might be considered a reduction in the policy itself. 

These differences do not appear to be sufficient to account for the 
Court’s decision in the case of Lloyd v. Public Trustee. 

Enquiry at the office of the Assurance Company that issued the policies 
revealed an interesting sidelight on this case. When the claim was 
settled the full sums assured plus all bonuses allotted less the debt at 
date of death was paid over. Thus no bonuses were cashed during the 
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currency of the policies which were kept in force by the application of 
the non-forfeiture principle. 

This information conflicts with the case report but it has the effect of 
bringing this decision into line with accepted practice. 

Sect. 91 deals solely with bankrupt estates. Where, however, a person 
in financial difficulties liquidates his affairs without Sequestration under 
the provisions of parts XI or XII of the Act the protection afforded to 
life policies under the Bankruptcy provisions is extended to these sec- 
tions. The protection, however, is inoperative where any deed under 
part XI in express and specific terms by direct reference thereto assigns 
the policy—Sect. 163(3) and under part XII where the express consent 
of the debtor is given to the assignment Sect. 192(5). 

It is provided by Sect. 222(b) that where prior to 1932 a life or en- 
dowment policy on the life of the debtor was assigned under parts XI 
or XII without his express consent, or 

(a) if the policy is still in force the policy moneys, or 

(b) if it is not in force and the trustee has any of the moneys 
arising therefrom in his hands undistributed then such moneys 
shall be regarded as property not divisible amongst his creditors 
and shall, subject to any variation by the Court, re-vest in the 
debtor. 


If a bankrupt effects a policy on his own life prior to his discharge 
apart from one effected out of moneys allowed to him for his private 
use then any dealings concerning the policy would be valid as against 
the trustee provided the transaction 


(a) is bona fide and for value and 
(b) is completed before the trustee intervenes. 


A bona fide dealing is established if the person dealing with the 
bankrupt is unaware of the bankruptcy. The question of good faith 
between the bankrupt and tlie trustee does not arise. 

On the part of the trustee it is regarded as sufficient intervention 
if he gives the Assurance Company notice of the bankruptcy. When 
lodging a caveat against the title of the policy the trustee should obtain 
an acknowledgment from the Assurance Company. 

The case of a person who merely receives the proceeds of a life 
policy effected after bankruptcy is different and such a person cannot 
retain these proceeds as against the trustees. The bankrupt is an 
agent of the trustee to deal with his property but not to give it away. 
In re Bennett’s case an undischarged bankrupt effected policies on 
his own life. He died intestate and undischarged. The administrator 
was unaware of the bankruptcy and, without intervention by the trustee, 
paid the after-required policy moneys to the next of kin. The trustee 
then intervened and it was held that the beneficiaries were bound to 
refund the moneys received. No personal liability was attached to the 
administrator. 

The above principle would apply where the bankrupt during his 
lifetime assigned away an after-acquired policy by way of gift. 
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Classification of Accounting Data—V 
CLASSIFICATION OF REVENUE 
By A. A. FitzGeratp anp L. A. SCHUMER 


In previous articles in this series, it has been shown that “Revenue” 
is one of the classes of Accounting Data which arises from the applica- 
tion of the “Fund” basis of classification to Cash Receipts or to Rights 
acquired by the undertaking to receive cash, whichever be appropriate 
to a specific undertaking. It has also been demonstrated that “Revenue” 
cannot be defined in absolute terms unless it refers to a number of 
transactions of a particular kind over the full-life time of an under- 
taking, changes in the purchasing power of money being ignored (as 
they are in accounting at present). 

If the undertaking is operating on the cash basis of accounting 
only, cash receipts will have been classified over the life-time into— 


(a) Capital Contributions 
(b) Loan Contributions 
(c) Revenue. 
Several adjustments may be necessary, however, before absolute or 
pure Revenue is ascertained under this classification, viz. : 


(a) Dealing with Loan Contributions to the extent that an 
unredeemed portion has been cancelled by voluntary act of 
the creditor, operation of law or the inability of the under- 
taking to repay; 

(b) Deducting elements in Revenue which are, in fact “contras” 
to Expense rather than. pure Revenue, and 

(c) Deducting elements in Expense which are, in fact, “contras” 
to Revenue rather than pure Expense. 


A modification of the basic classification of Receipts and Payments 
is therefore necessary making the classification : 


Cash Receipts— 


(a) Capital Contributions 
(b) Loan Contributions 
(c) Revenue 

(d) Contras to Expense. 


Cash Payments— 


(a) Capital Withdrawals 
(b) Loan Redemption 
(c) Expense 

(d) Contras to Revenue. 


If the sums received as Loan Contributions are finally in excess of 
the sums paid out for Loan Redemption, the surplus must be dealt 
with. It might be added direct to the Proprietorship interest (i.e. 
Capital Contributions less Capital Withdrawals) or, as has been sug- 
gested, treated as Revenue. The case for the latter treatment is that 
it is a receipt from others than the Proprietors, or an accretion to 
Capital from an outside source, and the final balance between Revenue 
and Expense should indicate the extent to which Proprietors’ funds 
have been increased or decreased by the activities of the undertaking 
over its complete life-time. 

Tha other adjustments will have no effect upon the final net balance 
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between Revenue and Expense, but they are usually necessary for clarity 
in information. Transactions classified as Revenue are basically different 
from those which are classified as Expense. For example, if a manu- 
facturing business purchases a machine to manufacture goods, the 
expenditure would be classified as Expense and the proceeds of the 
sale of the goods produced from the machine would be classified as 
Revenue. If, however, the machine were subsequently sold, the proceeds 
could hardly be classified as Revenue although cash has been received. 
Obviously practical purposes would be served if the proceeds of the 
sale of the machine were off-set against the price originally paid for it, 
i.e., the cash received were treated as a “contra” to Expense, and not 
as pure Revenue. 

Similarly, an expenditure which is apparently an Expense may be 
really a deduction from or contra to Revenue. For example, if a sale 
has been made and the cash received, the parties may subsequently agree 
that the price was excessive and a refund of portion of the sale price 
may be made. The refund would be by way of a cash payment but 
could hardly be classified as Expense. 

It is thus clear that these foreign elements in Revenue and Expense 
could be segregated into “Deductions from Revenue” or “Deductions 
from Expense” as the case may be. 

The effect of the foregoing adjustments can be seen clearly in Figure 
5, from which the following conclusions may be drawn: 

(a) The whole of the available cash has been disbursed, but the 
undertaking has been unable to redeem loan liabilities to the 
extent of £500. 

(b) The activities of the undertaking have resulted in a loss 
of cash to the extent of £5,500 but the unredeemed loans 
(£500) are available to reduce the loss to £5,000. 

(c) Capital Contributions to the extent of £5,000 cannot be repaid 
owing to the surplus of Expense over Revenue. 

(d) Re-classification of Revenue and Expense to segregate the 
“contras” has resulted as follows: 


Original 
Classification Re-classification 
Revenue .. .. .. £100,000 £88,500 
Expense .. .. .. 105,500 94,000 
£5,500 £5,500 


If the accounting records are established on a liability basis similar 
adjustments are required at the end of the life-time of the undertaking, 
with in addition an adjustment in respect of uncollected debts. Every 
credit to Revenue has resulted in the creation of a debt due to the 
undertaking, but the whole of these debts may not have been realised 
in cash for any of the following reasons: 

(a) The debtor purchased goods or services on the understand- 
ing that he would be allowed a discount if the account were 
paid within an agreed period, and he has taken advantage 
of this condition of purchase; 

(b) The undertaking has agreed to receive less than the original 
debt because an error was made in recording the transaction 
or because for some reason it is willing to make the “debtor” 

n “allowance”; or 
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(c) The debtor has been released from obligation to pay by the 
voluntary consent of the undertaking or by operation of the 
law, or is unable to pay. 

Revenue created on a liability basis will be converted into absolute 
terms, therefore, by the following adjustments: 


Deductions : 

(a) Contras to Revenue included in Expense 
(b) Cash Discounts taken by Debtors 

(c) Overcharges and allowances. 

(d) Bad Debts. 

(e) Contras to Expense included as Revenue. 

Additions : 

Cancellation of Loan Liabilities. 

Let us now consider the sub-division or expanded classification of the 
class of accounting data which we have described as absolute or pure 
Revenue, according to the various bases on which expansion of classi- 
fication may be made. 


Financial Appropriations or Funds 


Subdivisions of Revenue in this instance are indicated by the names 
or designations of the funds. Frequent mention has already been made 
in these articles of the basic classification of transactions in a trading 
enterprise, according to Proprietors’ Capital, Borrowed Capital and 
Trading Funds. This classification is of the utmost importance because 
it reaches to the root of the dominant purposes of accounting in such 
concerns. 

Examples of classification according to funds in other kinds of 
undertakings are: 


Professional Institute : 
Revenue—General Fund. 
Revenue—Benevolent Fund. 
Revenue—Building Fund. 

| Revenue—Prize Fund. 


| Public Hospital: 
Revenue—Maintenance Fund. 
| Revenue—Building Fund. 


Life Assurance'Company!: 
Revenue—Ordinary Department. 
Revenue—Industrial Department. 
Revenue—Accident Department. 


Accounting Periods 


If pure Revenue, as defined above, is to be classified according to 
selected accounting periods it is necessary to consider the nature of the 
undertaking and the purpose to be served by the accounting data. In 
some instances, the period in which the cash is received may of itself 
determine the classification. For example, a charitable institution’s 
needs may be met by the adoption of the cash basis of accounting and 
its Revenue may arise solely from donations from members of the 
community. The Revenue for any given year, therefore, consists of 


1. This classification may appear to be based on administrative responsibilities (service 
organisation) but the classification is necessary because of legal obligations to keep 
Revenues of the various departments in separate funds. 
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the cash donations received in that year. A slightly different example 
is the professional man, say a doctor, who adopts a similar basis of 
accounting. In this instance, however, the doctor may receive a fee 
in cash prior to the close of one accounting period for a service to be 
rendered in the succeeding period. The fee has not been earned in the 
accounting period in which it was received, but nevertheless, generally 
no useful purpose is served in segregating the fees paid in advance. 

In other undertakings, however, it may be desirable to apportion 
Revenue on more precise bases for the following purposes: 

(a) To measure the success or otherwise of the undertaking 
by the matching of the Revenue arising solely from opera- 
tions in the selected period with the Expense involved in 
carrying out those operations ; 

(b) In the case of limited companies, to determine the profit 
available for dividend to shareholders. 


The more precise apportionment of Revenue to accounting periods 
within the full life-time of the undertaking requires the adoption of the 
liability basis of accounting. 

Classification of Revenue according to accounting periods results in 
the term “Current Revenue” being applied to that part which is deemed 
to be “earned” in the selected period, the balance being termed “Deferred 
Revenue.” Deferred Revenue takes a place amongst the liabilities or 
amongst the deductions from certain assets at the end of the accounting 
period, and thus appears in the statement of financial status, the Balance 
Sheet. 

In the first accounting period, the amount of Revenue to be appor- 
tioned is that which has been created on a liability basis, part becoming 
the current Revenue and the balance deferred. In the second and sub- 
sequent periods the amount to be apportioned consists of the Deferred 
Revenue from the preceding period plus that created by liability in the 
current period. The Revenue to be credited to any period is made up 
as follows: 

Deferred Revenue from preceding period .. £ 
Add Revenue created in current period .. .. 





Deduct Revenue deferred to succeeding 
Ph kt So. Fe ha ba Se Hake ee we 





Revenue “earned” in current period .. .. .. £ 





Apportionment of Revenue is dominated by the doctrine of conser- 
vatism. Under this doctrine, Revenue is treated as deferred to the extent 
that— 

(a) It relates to a service which has not been fully rendered; 
(b) It is considered that the Revenue may not be fully realised 
in cash. 

A debt may have been created in favour of the undertaking in respect 
of a service to be rendered by the undertaking, but if that service has 
not been performed wholly or in part at the close of the accounting 
period, the Revenue has not been “earned” in the current period. If the 
service is to be rendered wholly in a succeeding period, the whole of the 
Revenue should be deferred. If the service has been partially per- 
formed, some division of the Revenue for the whole service is necessary. 
Usually it is possible to adopt some simple practical rule for dealing 
with the problem. 
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In modern trading enterprises, there is a variety of circumstances in 
which debts are created in respect of services to be performed over a 
period of time, and there is a continual tendency towards the increase 
of such methods of transacting business. 


Examples of these circumstances are: 

i. Sales of Goods under extended payment contracts, in which 
the amounts payable by the purchaser in any one accounting 
period are not necessarily indicative of the amount of Revenue 
earned in that period as a result of the sale. Instances are 
hire purchase and instalment purchase contracts, and sales 
under the “lay-by” and cash order systems. 

ii. Sales of Goods with the stipulation that free service is to be 
rendered by the vendor for stated or unlimited periods. 
Such terms of sale are common in such commodities as agri- 
cultural implements, motor vehicles, radio sets, electrical equip- 
ment, fountain pens and pencils.” 

The period of free service ranges from a few weeks or months 
after sale (as in the case of motor vehicles) to an unlimited 
period (as in the case of certain makes of fountain pens). 

iii. Services rendered or goods supplied on a rental or royalty 
basis. This type of transaction is often found in connection 
with such goods as Neon Signs, Movie Equipment, certain 
kinds of machinery (including accounting machines), theatrical 
costumes, and such services as telephones, storage, maintenance 
and cleaning, supply, repair and cleaning of uniforms, advertis- 
ing space, moving picture releases and library facilities. 

iv. Periodical payments in advance for goods to be supplied or 
services rendered for a fixed period. Instances of these are 
insurance premiums (fire, marine, life, etc.), transport con- 
tracts, periodical railway tickets, club and institute subscrip- 
tions, subscriptions to publications, professional retainers, 
school, coaching and university fees, examination candidates’ 
deposits, sales of rights or franchises terminable at a given 
date. 

v. Interest, or its equivalent, payable in advance, as in the case 
of bills discounted or debentures issued at a premium. 

vi. Transfers of possession on goods with a view to sale, the 
sale being conditional on some further act on the part of 
either vendor or purchaser. Instances are Goods Sent on 
Consignment, Goods on Sale or Return, Sales on Approval, 
Sales of Returnable Containers (a “deposit” being paid by 
the purchaser of the contents on the understanding that the 
deposit, or portion thereof, is to be refunded on the return 
of the container). 


In each of these instances, apportionment is necessary in order to 
determine the amount of “earned” Revenue for a given accounting 
period. 

In some cases, such as the sale of goods with free service, where 
precise determination of the probable future cost of the service may be 
difficult, it is sought to avoid the necessity for apportionment by treating 
the whole of the sale proceeds as earned, and recording the fact of the 
liability for future service without stating the probable cost thereof as 
a “contingent” liability shown as a footnote on the balance sheet. 


2. See also the example quoted by J. A. L. Gunn, “On the Margin of Accountancy,” 
The Australian Accountant, August, 1942, of the application of the same principle to the 
sale of cemetery lots. 
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This is, however, not a satisfactory treatment. Apart altogether 
from the fact that it leaves the statement of financial condition in an 
indeterminate state in an important particular, it makes no attempt 
properly to calculate the true amount of Revenue for the accounting 

riod. 

Methods of apportionment of “Revenue” as between “earned” 
Revenue and “deferred” Revenue generally used in such cases as those 
enumerated above are: 

i. The “Time Basis,” by which Revenue is apportioned between 
accounting periods simply in proportion to time. This basis 
is suitable for such transactions as services rendered or goods 
supplied on a rental basis, and periodical payments in advance 
for goods to be supplied or services rendered for a fixed future 
period. 

ii. The “interest basis,” suitable for such cases as hire purchase 
and instalment purchase, cash orders, discount on bills, pre- 
miums on debentures. 

iii. The basis of measurement, in respect of each transaction, of 
the probable cost of services yet to be rendered, or, alternatively, 
the adoption of some rule of thumb based on past experience 
of the proportion of Revenue which should be deferred in 
order to cover such probable cost. These methods may be 
used in connection with free service contracts, insurance 
premiums, professional retainers. 

iv. The method of deferring the whole of the “Revenue” re- 

ceivable until such time as the transaction is completed and 
the Revenue is thus, beyond question, properly regarded as 
having been “earned.” 
This method is often applied to the group of transactions in 
which sale is not necessarily contemporaneous with the de- 
livery of goods—i.e., consignments, goods on sale or return, 
returnable containers. 


Finally, in some cases, it may be possible to avoid the necessity for 
apportionment by so arranging the periods of services to be rendered 
and the periodical payments thereof as to coincide with the close of the 
concern’s accounting periods. This method is commonly used in the 
case of club and institute subscriptions, school fees, publications, and 
service contracts generally. 

Precise determination of the amount of Revenue which may not 
ultimately be received in cash is not generally possible, and speculative 
estimates are therefore involved, with an over-riding tendency to weight 
the estimates on the conservative side. For example, if the estimate is 
concerned with the deductions debtors will make for cash discounts, 
the most- conservative estimate would assume that all debtors will take 
advantage of the largest discount they are entitled to. This allowance, 
however, may be reduced if it has been the practice in the past for some 
debtors to fail to pay within the agreed time, and so to lose the discount. 
Average experience in the past could be applied to this problem. 
Estimating bad debts is much more speculative, and the deferring of 
revenue on this account usually requires detailed scrutiny of the 
financial position of individual debtors as well as the application of 
previous loss experience. 

There may arise out of the apportionment of Revenue to accounting 
periods what may be called “Delayed Revenue.” The basic purpose 
of the apportionment is to determine the Revenue that has been earned 
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in the selected period, but there may be some revenue which, though 
actually earned in previous periods, has not been brought into account 
through— 
(a) Errors in recording, such as the omission of a transaction. 
(b) Excessive conservatism in deferring Revenue from pre- 
vious periods, e.g. excessive provisions for cash discounts 
and bad debts. 

If the amount involved in these transactions is small, the usual prac- 
tice is to treat them as current Revenue, but if it is material in amount, 
it would be preferable to segregate it as “Delayed Revenue” so that 
the amount of Revenue properly relating to the current period may be 
seen clearly. 

Summarising the discussion so far, the basic classifications of Revenue 
are as follow: 

Life-Time Basis Accounting Period Basis 


Revenue Current Revenue. 
Delayed Revenue. 
Deferred Revenue. 

Deductions from Revenue Current Deductions from Revenue. 
Delayed Deductions from Revenue. 
Deferred Deductions from Revenue. 





Inherent Properties or Qualities 


The natural method of classification is concerned only with classifying 
Revenue in accordance with the inherent qualities or properties of the 
transactions. No other considerations should be taken into account. 

The method may best be explained by taking several different types 
of undertakings : 

(a) Merchandising—Sales, Rent Dividends, Interest Commissions, 
Deduction from Revenue may be Returned Sales, Allowances 
on Sales, Trade Discounts and Cash Discounts. 

(b) Transport—Cartage, Storage, Agency, Commission, Interest. 

(c) Accountancy Institute—Entrance Fees, Subscriptions, Exam- 
ination Fees, Interest. 

(d) Public Hospital—Patients’ Contributions, Visitors’ Fees, 
Students’ Fees, Certificate Fees, Testing Fees, Annual Sub- 
scriptions, Donations, Interest, Government Grants, Municipal 
Grants. 

Classification of Revenue on this basis is not likely to result in a 
large number of headings, as usually kinds of Revenue are limited. 


Administrative Responsibility 

Classification of Revenue according to administrative responsibility 
is concerned in the first instance with the basic “set-up” of the organisa- 
tion, particularly when the undertaking is a business conducted by 
private enterprise. Generally speaking, the delegation of responsibility 
by proprietors to one or more individuals involves a distinction between 
Operating and Non-operating Expense, but it is not usually necessary 
or desirable to make a similar. distinction between Operating and Non- 
operating Revenue. 

In respect of sub-responsibilities to the general management of the 
undertaking, consideration must be given to the form of organisation, 
four types of which have already been described in the fourth article 
in this series, viz., functional, territorial, commodity and service. 
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Revenue cannot be classified in terms of functions, because all func- 
tional activities are devoted to the earning of one class of Revenue. 
For example, in a manufacturing business, the functional responsibilities 
may be manufacturing, selling and accounting. The whole of these 
activities result in the earning of Revenue from the sale of the goods 
which have required the whole of the services of the undertaking. 
Any division of Revenue in terms of functions would obviously be on 
an empirical basis without practical significance. 

If the first line of responsibility under the management is on a 
territorial basis, each division of the organisation practically constitutes 
a separate business and Revenue may be classified according to the 
territories in which it has been earned. In the same way, Revenue 
may be classified according to commodities or services. Examples 
showing the application of this basis of classification are: 


Territorial Organisation—an undertaking operating in three Aus- 
tralian States, with a manager in charge of all operations 
in each State,.and responsible only to the General Manager. 


Revenue—Victoria. 
Revenue—New South Wales. 
Revenue—Queensland. 


Commodity Organisation—an undertaking operating in one locality 
with a manager in charge of all operations in respect of each 
commodity or class of commodity handled. 

Revenue—Wool Department. 
Revenue—Grain Department. 
Revenue—Skins and Hides Department. 

Service Organisation—an undertaking operating in one locality and 

supplying several distinct types of transport service. 
Revenue—General Carrying. 
Revenue—Parcel Delivery. 
Revenue—Truck Rental. 
Revenue—Storage. 
Revenue—Shipping Agency. 


The purpose of this method of classification is to determine the 
extent to which operations are spread over territories, classes of com- 
modities or kinds of service sold, and when associated with a classifica- 
tion of Expense on the same basis, to assist in determining the profit- 
ability of operations. 


Relation to Major Activities 

Under this basis of classification, Revenue may be Operating Revenue 
or Non-operating Revenue, the former including all Revenue which 
results from the carrying out of the objects for which the undertaking 
is established and the latter Revenue which has resulted from minor or 
unrelated activities. Obviously a transaction which results in Non- 
operating Revenue in one undertaking may result in Operating Revenue 
in another. For example, dividends received on shares owned may be 
Operating Revenue in an investment company because the basic object 
of the undertaking is to invest money and receive dividends thereon. 
If, however, the undertaking is engaged in merchandising activities, 
dividends received on shares owned may be of minor importance and 
may properly be regarded as Non-operating Revenue because investment 
in shares is not the principal object of the undertaking. Non-operating 
activities are essentially “‘side-lines” in relation to the major objects. 
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The following items may therefore be classified as Non-operating 
Revenue : 


(a) Interest and Dividends in cases where it is not the principal 
business of the undertaking to invest. 

(b) Revenue from properties not used for the carrying on of major 
activities. 

(c) Sales of salvaged and scrapped materials. 
(Sometimes the proceeds are classified as deductions from 
Expense, but if the amount is not material or if the deduction 
would disturb the Expense data it is advisable to treat the 
Revenue as Non-operating, although it may arise in fact from 
the carrying on of major activities.) 

(d) Sales of materials not usually sold without processing, on the 
basis that the transaction is of minor importance. 


Normality 
From this point of view, Revenue may be classified as: 


(a) Normal or Ordinary, or 
(b) Abnormal or Extraordinary. 


To be classified as abnormal, Revenue must be unexpected and 
unusual in the activities of the undertaking. For example, the normal 
revenue of a manufacturing business is the sale of goods produced, but 
a profit on the sale of portion of the premises in which the business 
has been carried on would be Abnormal Revenue.’ 


Relation to Movements in Volume of Activity 

In some circumstances, Revenue may be “variable” or “non-variable” 
in relation to movements in the volume of activity. Some items of a 
Non-operating character may be stationary, but usually Operating 
Revenue rises and falls with the volume of activity. There are, however, 
some instances in which this is not so. A service may be sold for a 
bulk sum price to cover all service rendered within a specified period 
without regard to changes in the demand for service by the purchaser. 
This Revenue is therefore “non-variable” in relation to activity. Some 
undertakings, also, divide the charge for their services into two parts, 
one part being made regularly irrespective of demand and an additional 
charge made for each unit of service rendered. The two-part tariff 
of electricity undertakings is typical. Another example arises from a 
special type of contract made by some motor transport concerns for the 
supply of motor trucks or cars to users at a fixed charge per week or 
month plus an additional charge for each mile run by the vehicle. 


Taxability 
From this point of view, Revenue may be “taxable” or “non-taxable,” 
and the transactions that are to be so regarded are specified by the 
legislation under which the tax is levied. 
In Australia, Revenue may be the basis for assessing Sales Tax and 
Income Tax imposed by the Commonwealth. The former tax applies 


8. There is a close connedtion between the classification of Revenue as Normal or 
Abnormal and the treatment in accounting statements of “Delayed Revenue.” The prin- 
ciple of distinction between Normal and Abnormal] Revenue is explicitly recognised in the 
provisions of the Victorian Companies Act, 1938, relating to the form of published profit 
and loss accounts. The provisions recognise also the principle of distinction between 
Normal and Abnormal Revenve in relation to a particular accounting period. See Section 
123 (4): “Every profit and loss account of a company... . shall show the balance of profit 
and loss for the period which it covers ...."" Compare also Section 1293 (5), which requires 
directors to state in their report to shareholders “whether or not the results of the year’s 
operations (as disclosed in the profit and loss account) have in the opinion of the directors 
been materially affected by items of an abnormal character.” 
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to defined items of Revenue only. Income Tax is applied to any surplus 
of Taxable Revenue over Taxable Expense. 


Units of Activity 

It is possible to segregate the Revenue derived from certain units of 
activity, the purpose being to show whether the particular activity has 
resulted in a “profit.” For example, if the undertaking is that of a 
jobbing printer, the amount of Revenue derived from each job would be 
set against the Expense incurred or related to that job in order to 
determine the profitability of each job. In a retail store, the unit of 
activity may be the operations of a particular department for a specified 
period of time. Revenue would, therefore, be classified in terms of 
departments and the Expense for each (including the cost of merchan- 
dise sold) similarly classified so that the management may see the 
contribution that each department is making to the profits of the under- 
taking. 

Combination of Bases 

In very few instances will one base of classification be sufficient for 
the needs of the management, and usually two or more bases must be 
used in combination. Figure 7 illustrates the expansion of classification 
to meet a number of requirements. 
































Original Re- Pro- 
— Classifi- | classifi- | prietor- | Loans | Trading 
cation cation ship 
£ £ £ £ £ 
1. Cash Receipts : 
(a) Capital Contributions | 10,000 10,000 10,000 
(b) Loan Contributions. . 5,000 5,000 5,000 
(c) Revenue “ -- | 100,000 90,000 90,000 
(d) Contras to Expense — 10,000 10,000 
Total 115,000 | 115,000 10,000 5,000 | 100,000 
2. Cash Payments : 
(a) Capital Withdrawals 5,000 5,000 5,000 
(b) Loan Redemption .. 4,500 4,500 4,500 
(c) Expense .. .. | 105,500 | 104,000 104,000 
(d) Contras to Revenue _- 1,500 1,500 
Total 115,000 115,000 5,000 4,500 105,500 
3. Surplus of Cash Receipts 
over Cash Payments Nil Nil 5,000 500 | Deficit 
5,500 








Fig. 6. 
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which appeared in the September, 1942, issue. 


Fig. 4. Expansion of Minimum Classification. 





Fig. 7. Specimen Classification of Revenue in Trading Concern. 
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2nd Edition.” 


from Mr. Irish’s excellent work. 


Windsor, 
October 3, 1942 








Correspondence 
The Editor, 
The Australian Accountant, 
Dear Sir, 


Yours faithfully, 
R. E. MASKELL, A.1.C.A., A.A.LS. 


Note: This Figure was omitted from “Classification of Accounting Data—IV,” 


An omission occurred in my essay entitled, “Asset Valuation for 

Balance Sheet Purposes,” published in the August issue of the journal. 

At the foot of page 400, after the reference figure, the following 
“Pages 125-26, R. A. Irish, a.c.a. (Aust.), ‘Practical Auditing,’ 


The examples used in my essay on pages 399 and 400 are quoted 
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The Use Of Cost Standards (1) 


By R. A. HICKIN, A.I.C.A. 


The war has brought new problems, or old problems in new dress, 
prominently to the fore. Among these is the necessity of accurate 
costing in industry, so much of which is now engaged upon direct 
production for war or upon the necessary foods and requirements of 
civil life. In times of normal private industry correct costing was 
important enough; under wartime conditions it becomes a matter of 
paramount urgency, when so much of our National Income is poured 
into the machine geared for war. 

The time is ripe for an intensive enquiry into the uses and methods 
of standard costs. Here again wartime needs have underlined its 
importance; Government orders require to be costed for quotation 
purposes, in varying amounts, and—what is more important—they 
frequently involve production of lines not identical with, but only 
similar to, the usual products of Australian factories. It is needless 
to emphasise the indispensableness of current estimates and records to 
enable quotations to be furnished expeditiously, or accounts made up 
immediately after the completion of a job. The system known as 
Standard Costs is ideally suited to this end. It provides ready-made 
estimates which have only to be applied or adapted to the product 
required. 


Limits of Standard Costs 


It is possible to argue that Standard Costing does not suit any and 
every type of business. This may be conceded at the outset. There 
are very few concerns, however, where some application of the prin- 
ciples embodied in the idea of standards may not advantageously 
be made. The ideal application is to a factory producing goods according 
to definite repetitive processes, e.g., pharmaceutical preparations, tinned 
foods, ready-to-wear clothing, toilet goods, machine parts. All these 
are admirably suited to the use of standard cost methods. But the 
system is not necessarily restricted to operations such as these. 

For example, an engineering firm engaged in the production of 
machines on individual orders, must necessarily follow, both in types 
of work accepted and in methods of production, certain recognised 
principles. First of these arises from the experience of the owners of 
the works. No person enjoys unlimited experience, and all the emphasis 
of modern industry is upon specialisation. Men have learned that they 
can make more money by concentrating their efforts upon a restricted 
field. Consequently the tendency is to accept and to solicit work 
demanding a certain kind of experience, rather than to attempt any and 
every engineering problem presented to industry by the ingenuity of 
man. A firm’s reputation grows as it is able to turn out consistently 
good work of a certain kind, and it gradually becomes known as a 
specialist in this branch of its industry. Another principle instinctively 
potent these days is that of economy. It has been found over and 
over again that specialising pays. Concentration of experience, plant, 
and effort upon a limited range of jobs means more turnover, higher 
profits and a better dividend rate. Another factor governing the nature 
of work done in any given plant is the cost of machinery, and the folly 
of having valuable plant lying idle awaiting orders. It is better to have 
ten machines working a full shift than a hundred, each of them suited 
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for work of a special and rare character, silently awaiting the magic 
touch of an order to set them in motion. 

All this points, as will have already been remarked, to the possibility 
of limited standardisation even in connection with kinds of production 
hitherto regarded as beyond the scope of Standard Costs. If work is 
limited to certain types, there must be recognisable features common to 
all or most of the jobs brought in. There may be preliminary processing 
which plays a part in every finished product turned out of the factory; 
or there may be parts used which are capable of mass production, or at 
any rate of manufacture along similar lines. In all such instances there 
is scope for an application of Standard Costs. 


What are Standard Costs? 


A standard is something to measure with. Its use in chemistry is 
familiar to most of us, and it carries a similar meaning when used in 
relation to costing. It is a predetermined unit of measurement and 
comparison, and thus is recognisable as a marked contribution to the 
required efficiency of modern business. A system of Standard Costs 
provides means of checking achievement with standards at every step 
and in as detailed a manner as the circumstances may seem to require. 
It is based upon the premise that costs may be scientifically precalculated, 
i.e., that there is data available of such a kind as to enable such pre- 
determination to be made with accuracy. 

This article has been deliberately entitled “The Use of Cost Standards” 
instead of “The Use of Standard Costs.” There are two reasons. 
First, the term “Standard Costs” is frightening to some; and, second, the 
alternative term suggests the very valuable idea of the degree to which 
the “Standard Cost” system is applicable in different enterprises. If 
the reader, then, has still managed to cling to the dislike, common to 
many students, of the idea of Standard Costs “because there is some- 
thing arbitrary and artificial about them,” let him approach the subject 
in the future from the somewhat different viewpoint, regarding “Cost 
Standards” as guides in the working out of any and every costing 
system. 

What, then, are Standard Costs? They are predetermined costs 
which are used in place of actual costs for accounting and stock records, 
and they are scientifically prepared estimates of the true cost, with which 
are to be compared all of the items entering into the finished product 
as it leaves the production line. 

The next question that is commonly met with, is: Why should such 
“artificial” costs be used when it is possible to compute and use the 
actual costs of production? The answer is that if the standards are 
faithfully evolved from all available records and data, they are a truer 
cost than any painstakingly contrived “actual” cost, because avoidable 
waste and inefficiency enter into the latter and are excluded from the 
former. The true cost of the product is the raw material, direct labour, 
and factory overhead which are attributable to the production of the 
goods. If there is careless purchasing, or if the market price fluctuates 
owing to temporary conditions, the results in higher cost of materials 
should not be included in the production cost of the product. Similarly, 
wastage due to accident or carelessness is not rightly chargeable to pro- 
duction. It is needless to take the argument further. Enough has been 
said to enable the reader to appreciate that the true cost of producing 
an article is the quantity of material that should be put into it, the time 
that ought to be taken on the job, and the proportion of overhead or 
burden that is really attributable to production. Thus the Standard Cost 
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is the real cost, and the so-called “actual” cost may be very far from 
actuality. 

The curious enquirer might then ask: What happens to that portion 
of material that is wasted or spoilt, of labour which represents the 
excess over precalculated time, of overhead which indicates too-lavish 
expenditure on non-essentials? It is a natural question, and it may 
safely be said that the most real prejudice against standard costs springs 
from a misunderstanding of this vital feature of costing practice under 
the Standard system. 

To answer the question let us look at the problem from another point 
of view. Granted that this portion of the expenses of production is not 
justly to be regarded as portion of the “cost” of a product, where should 
it appear in the accounts of the concern? It is not part of the cost of 
goods sold, we are agreed upon that. There is only one place for it, 
and that is in the Profit and Loss account under a heading or headings 
designed to indicate the nature of the expense. We may now essay 
to answer the question. 


Costs Under- or Over-Absorbed 

A “Variance” or “Variations” account is set up in the General Ledger 
in respect of each aspect of the costs where variations could occur. 
In practice these accounts comprise the following: 

1. Materials Used Variance Account. To this will be charged the 
cost of all material used in excess of the standard requisition for 
the work to be done. 

2. Materials Price Variance Account. The object of this account 
is to record the market fluctuations due either to faulty buying 
or to conditions which have a temporarily disturbing effect on 
prices. Thus if, for example, the price of a line of raw material 
exceeded standard, for so much of that particular purchase as was 
used in the period under review an entry would be made to the 
debit of Materials Price Variance Account in respect of the 
excess. A credit to the account, on the other hand, would point 
to purchase of materials at lower than standard price. 

3. Labour Hours Variance Account, to record the cost of greater 
or less than standard time taken on the work done. 

4. Labour Cost Variance Account. This would reflect changes in 
awards; or alternatively, if awards are regarded merely as setting 
forth minimum rates, the account would indicate changes in policy 
as regards wages. 

5. Factory Overhead Variance Account. Overhead is naturally 
more difficult, in many cases, to predetermine, and in consequence 
this account would show a large number of entries in practice. 
It would record variations in the overhead costs of the factory 
or works, in which many factors would play a part. For greater 
convenience in making comparisons it would often be found 
desirable to carry a number of subsidiary “memoranda” accounts 
for each distinct kind of overhead expense chargeable to pro- 
duction. By this means subsequent investigations would be 
facilitated. 

The above skeleton description of Standard Cost practice should 
enable the reader to follow the remainder of the discussion with a 
growing apprehension of the value of the system under modern con- 
ditions. We must now consider the steps which precede the evolution 
of cost standards. 
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Elements of Cost 


Every book and every article on costing sets out, very early in the 
argument, what is known as the elements of cost. These are: 


1. The material that goes into the finished product in its various 
stages of manufacture. 

2. The cost of the time spent upon the work of production of the 
article. 


3. The portion of factory or works “oncost” (= overhead or 
burden) which, calculated on some relevant basis, is justly 
attributable to the manufacture of the product. 


These are “the three elements of cost” so familiar to all readers of 
books on costing. The basic thing that needs to be grasped is that, 
in manufacture, something is taken and made into something else; in 
the processes involved time is spent, and time is worth money. Thus 
we have “direct labour.” But if the work is done in a factory, or by 
means of machines, or with the aid of any article that has itself cost 
something, “overhead” then arises, because there is the depreciation of 
the machine or aid used, the consumption, perhaps, of electricity, the 
occupation of space, and so on, to be considered. 

To get a clear conception of the processes involved in costing, let us 
take the case of a well-known pharmaceutical product which is widely 
used in medical practice and hospital work throughout Australia. Let 
us call the product “Zed” because it represents the finished job of 
which “A” is the raw material, “F” is the direct labour, and the other 
letters of the alphabet represent other factors of cost. 

In the manufacture of “Zed” there are four processes. First there 
is a flavour made from certain raw material “A.” This flavour has to 
be carefully processed to ensure that its effect upon “Zed” will be 
consistent at all times. It takes a man some hours of concentrated 
work to produce a batch of flavour, which we shall call “B.” Thus in 
costing the process, we commence with the raw material A, add the 
cost of the man’s time as shown by time records, and then we add also, 
according to whatever classification is adopted, the portion of all 
factory overhead which we consider the production of such a quantity 
of B should bear. We have then, in our cost report or record, the 
complete cost of so many pounds of B. 

The next process is a “Gel” which we will call C. We proceed as 
for B. 

Then B and C are combined with further raw materials A to produce 
the completely processed bulk material D. Now let us see what has 
happened. We have taken so many pounds of B (the cost of which 
represents raw material, labour, and a due proportion of overhead 
items), so many pounds of C (to which the same comment applies) 
and have added to these further raw materials A until we have produced 
a new substance D. This process now must carry the cost of labour 
expended upon it, with further charges for overhead. The finished 
cost is then calculated, and it comprises raw material, two processed 
bulks, and three allocations of direct labour and factory overhead. 

Finally the bulk stock is bottled, the bottles are labelled, cartoned, 
and packed in their cartons into containers for shipment. Thus we 
arrive at Zed, after further charges for the cost of packing materials, 
labour and overhead. 

The above is a summary of actual costing operations in connection 
with a certain product. It reveals the steps in the manufacture as well 
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as the costing of the product, and it shows what enquiries into costs 
have to be made for the purpose of setting cost standards. 

This example could be repeated with many variations, but what is 
important is that the principle should be fully comprehended. It is 
that, in costing, as well as in setting cost standards, the stages in manu- 
facture should be known, and the scheme of production properly under- 
stood. 

For example, in setting cost standards for an engineering concern 
with a large number of products, or for an industrial undertaking with 
manufacturing processes issuing in one or several main products and 
many by-products, the accountant would find it not only illuminating 
but positively essential to make a careful inspection of the entire plant, 
study the methods employed and gain for himself a thorough under- 
standing of all the processes involved. He should then commit to 
writing, preferably in pictorial form, what he has learned, so that he 
will have a conspectus available for reference during the whole of the 
rate-setting procedure. 

A further point is that a good knowledge of the costing methods in 
general use is a necessary background when introducing or planning 
a system of standard costs. To that end text-books should be con- 
sulted, and every opportunity taken by the accountant to see costing 
systems in actual operation, in plants engaged on work both similar and 
dissimilar to that in which his own company is engaged. The cost 
accountant needs a good general knowledge of accounting and costing 
if he would carry out his duties well, and there is no better way of 
gaining this knowledge than by studying other systems and trying to 
see the good in them. All progress is by way of compromise, and 
progress in accounting is often achieved by compromise between the 
old and the new, or the familiar and the hitherto unfamiliar. As the 
use of cost standards is of comparatively recent introduction, the system 
has much to learn from costing methods generally, in its adaptation to 
specific undertakings. 

Briefly to recapitulate what has been said in this article: the de- 
sirability of a wider appreciation of the value of standard costs is 
increased by the demands of wartime conditions in industry ; it is almost 
possible to say that the “limits” to the applicability of standard costs 
exist only in the minds of those who do not understand the system; 
in some form, it has applicability tq industry as a whole and to nearly 
every part of it. This is better appreciated when we reverse the words 
in the term and think, instead, of “cost standards.” Standard costs 
are more nearly real costs than the products of the so-called “actual 
cost” systems, which include in the cost of the article the waste time 
due to slackness of employes, and other kinds of avoidable waste. 
This waste appears in special accounts in the general ledger, under 
standard costs, where it is available for all to see. In preparing to 
introduce a system of standard costs a most exhaustive examination of 
production processes is essential, and a thorough understanding of the 
scheme of production. Finally, the more the cost accountant knows 
about accounting generally, about other costing systems, and about the 
company in which he is interested, the more likely is he to succeed in 
evolving true cost standards. 

Next month the writer hopes to discuss the actual work of setting 
cost standards, and to conclude the series with a third article in December 
dealing with the operation of standard costs under practical conditions. 
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